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How tax advantages are obtained from 


a Small Business Investment Company 


by RICHARD K. SELL & ROBERT J. KALUPA 


One of the principal advantages of the SBIC is tax benefits to its shareholders. 


To obtain these tax advantages, rather complex organization procedures must be 


followed. The tax benefits, plus the statutory provisions governing organization and 


operation of the SBIC, are the substance of this article. SEC and other regula- 


tory requirements are also covered, as are certain operational problems. 


i ENCOURAGE the organization of 
Small Business Investment Compa- 
nies (SBICs), certain significant tax bene- 
fits for the companies and their share- 
holders were added to the Internal Rev- 
enue Code in 1958. The companies 
made eligible for 
financial assistance from the Small Busi- 
ness Administration, and the stock of 
such companies was made eligible for 
purchase by national banks and other 
members of the Federal Reserve System. 

The investor appeal resulting from 
these tax other benefits is well 
illustrated by the fact that from the en- 
actment of the Act on August 21, 1958, 
to December 31, 1960, the SBA licensed 
175 compa- 
nies, some having a net worth in excess 
of $5 million. In addition, on December 
31, 1960, 175 proposals or license appli- 


were concurrently 


and 


small business investment 


cations were pending. 


Code provisions applicable 


Before the specific tax 
features concerning SBICs, it might be 
well to differentiate briefly the similar 
and sometimes confusing terms result- 
ing from several 1958 Code amendments. 

The SBIC provisions are quite inde- 


discussing 


pendent from the “small business cor- 
poration” issuing “Section 1244 stock,” 
Section 1244 was added 
to the Code by the Small Business Tax 
Revision Act of 1958. The incompat- 
ability of SBICs and Section 1244 re- 
sults from the fact that SBICs derive 
their income mainly from investments, 


even though 


and Section 1244 defines a “small busi- 
ness corporation” as one deriving more 
than half of its gross re, ‘pts from non- 
investment-type sources. 

The tax treatment of an SBIC is also 
entirely independent from the “small 
business corporation” electing to have 
its income taxed to shareholders under 
Subchapter S of the Code, which sub- 
chapter was added as part of the Tech- 
nical Amendments Act of 1958. Sub- 
chapter S and the small business in- 
vestment company tax provisions also 
appear to be mutually exclusive for 
several reasons, the most obvious being 
the requirement in Subchapter S that 
an electing corporation derive at least 
80% of its gross receipts from noninvest- 
ment-type sources. 

As will be mentioned later, an SBIC 
may, in addition to providing equity 
capital and making long-term loans, 
render management consulting services 
to small-business concerns on a_ fee 
basis. These fees would not constitute 
investment income, and this fact should 
also be kept in mind when considering 
the nature of SBIC income for purposes 
of the percentage tests discussed above. 

The special tax treatment of the SBIC 
was originally proposed as part of the 
Small Business Tax Revision Act of 
1958 but was adopted in the Code under 
the Technical Amendments Act of 1958. 
These special tax provisions differ from 
the other 1958 Code amendments re- 
lating to small businesses in that they 
pertain to an entirely new creature, the 


SBIC, as contrasted with Section 1244 
and Subchapter §, which latter pro- 
visions will apply to pre-existing cor- 
porations meeting the specified require- 
ments. 


Tax benefits for SBICs 


The basic tax provisions benefiting 
the SBIC consist of the addition to the 
Code of Sections 1242 and 1243 and an 
amendment to Section 243. 

Section 1242 permits a shareholder of 
an SBIC to treat a loss on SBIC stock 
as an ordinary rather than a capital 
loss. The loss is treated as attributable 
to the trade or business of the tax- 
payer, thus making it available to an 
individual for net operating loss deduc- 
tion purposes. The Regulations, which 
were adopted in January 1960, also 
make it clear that the ordinary loss on 
SBIC stock is available to a shareholder 
even though the stock was not originally 
issued to him. This is in direct contrast 
to the Section 1244 stock losses, which 
generally benefit only the person to 
whom such stock was originally issued. 
The Section 1242 Regulations also make 





it clear that it is not necessary that 
there be an actual sale or exchange of 
the SBIC stock in order to produce the 
ordinary loss. Although this comment 
may seem overly cautious, the tax prac- 
titioner is well aware of instances 
where the Service places a stricter inter- 
pretation upon a statute than Congress 
intended. It is thus helpful that, even 
though Section 1242(2) refers only to a 
“loss from the sale or exchange,” and 
Section 165(g) separately provides that 
worthlessness of a security shail 
treated as a loss from sale or exchange, 


be 





the Regulations have left no doubt on| 


this score. The new statutes contain no 
limitation on either the annual or total 
amount of the ordinary loss deductible 
by the shareholder. This again differs 
from the Section 1244 annual $50,000 
loss limitation on a joint return basis. 

The benefit of the ordinary loss on 
stock of an SBIC, of course, avoids gener- 
ally the concern even the regular in- 
vestor may have as to the debt-equity 
ratio of the corporation. Thus, one of 
the ‘“thin-incorporation” problems is 
minimized. It is interesting to note that 
the SBIC is permitted to borrow up to 
four times its capital and surplus. 
Whether this limit has any relation to 
the 4:1 thin-incorporation “myth” [see 
17 NYU Inst. Fed. Taxation, p. 783] is 
not known. Once the initial equity cap- 
ital has been furnished by individuals 
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or corporations, the necessity of further 
shareholder loans is unlikely, due to the 
additional financial help available from 
the SBA itself. 

1243 permits the SBIC to 
losses on convertible debentures 
(including stock received under the con- 
version privilege), acquired under Sec- 
tion 304 of the Act, as ordinary losses. 
though the Act was recently 
amended to permit an SBIC to invest di- 
rectly in equity securities of a small 
Section 1243 has not been 
amended to permit an ordinary loss 


Section 


treat 


Even 


business, 


on such equities. Direct loans by an 
SBIC should, of course, be accorded the 
same treatment as any business loan. 
Section 243(b) was added to the Code 
in 1958 to permit an SBIC to deduct 
100% of dividends received rather than 
the 85% deduction permitted normal 
corporations. In addition, the full divi- 
dend accorded the SBIC is 
not limited to a percentage of the tax- 
able income of the corporation under 
Section 246, as is the case with a normal 


deduction 


corporation. 

Since the 1958 Code amendments did 
not exclude an SBIC from the personal 
holding company provisions, a well dis- 
tributed stock issuance was originally 
felt to be a safeguard against the im- 
position of the Section 541 Tax. It was 
a logical assumption that the income of 
the SBIC would probably meet the 
gross income test for purposes of the 
personal holding company penalty tax. 
lo remedy this danger (which did not 
appear consistent with the Congressional 
intent) the SBIC was later specifically 
excluded from the definition of a per- 
sonal holding company by the addition 
of Section 542(c)(11) to the Code. This 


amendment was effective for taxable 
years beginning after December 31, 


1958. The personal holding company 
exclusion will not apply, however, if 
any shareholder of the small business 
investment company owns directly or 
more stock interest 
concern to which 
funds are provided by the SBIC. If only 
management fees are received by the 


indirectly a 5% or 


in a small-business 


SBIC from a small-business concern, it 
would seem that the 5% stock interest 
limitation is not applicable, and the 
SBIC would remain insulated from the 
Section 541 tax. 

An SBIC that registers under the In- 
vestment Company Act may elect to be 
taxed as a regulated investment com- 
pany under Subchapter M of the Code. 
\lthough Subchapter M will not apply 


to a corporation having such narrow 
stock distribution as to subject it to 
the personal holding company tax, the 
SBIC will not encounter this problem, 
since, as mentioned above, it is specifi- 
cally excluded from the definition of a 
personal holding company. The further 
election to be taxed under Subchapter 
M will necessarily entail strict super- 
vision over the nature of the income, 
the amount of shareholder distributions, 
and the type of investments made by 
the SBIC. Since Subchapter M has been 
with us for some time, it will not be 
necessary to discuss its provisions here, 
except to point out that an SBIC may 
qualify and elect to be taxed as an 
investment company. As a_ practical 
matter, it would seem that the typical 
investor in the small business investment 
company would be in such a tax bracket 
that he would not appreciate the an- 
nual channeling of investment income 
to him under the requirements of Sub- 
chapter M. If Subchapter M were the 
ultimate goal of his investment in an 
SBIC, he could, except for the benefits 
of diversification, do just as well invest- 
ing directly. 


The proposal to operate 


Any number of persons may make 
application for a license to operate an 
SBIC. Although such participation is 
not required or controlling, the SBA 
encourages financial institutions, to the 
extent permitted under applicable laws, 
to participate in the organization of 
SBICs. Application is made by submit- 
ting a preliminary application in the 
form of a proposal (SBA Form No. 414) 
to the SBA. The proposal sets forth de- 
tailed information regarding proposed 
capital and debt siructure, sources of 
original investment funds and expan- 
sion plans, area of operations, plan of 
operations, qualification of manage- 
ment, and certain policies relating to 
investments, equity capital and long- 
term loan provisions, fees for consulting 
and advisory services, and other mat- 
ters. 

To be the SBA, the 
private corporation formed by the ap- 


licensed by 


plicants must have, in cash, a paid-in 
capital and surplus equal to at least 
$300,000 after the payment of organiza- 
tional expenses. If this sum is not avail- 
able from the private sources of original 
investment funds, the small business in- 
vestment company may sell a maximum 
of $150,000 aggregate principal amount 
of subordinated debentures to the SBA. 


- 
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[Richard K. Sell and Robert J. Kalupa 
are both members of the Wisconsin bar 
and both are associated with the Mil- 
waukee law firm of Whyte, Hirschboeck, 
Minahan, Harding & Harland.| 





These debentures are subordinated to 
other borrowings, bear interest at the 
rate of 5% per annum, have maturities 
of not more than 20 years, and are 
deemed a part of the paid-in capital 
and surplus for the purpose of meeting 
the minimum capital requirement of 


$300,000. 


Securities & Investment Company Acts 


Prior to being licensed, the SBIC 
must submit to SBA satisfactory evidence 
either that its current and proposed 
activities, as set forth in the proposal, 
are not subject to the laws administered 
by the Securities and Exchange Commis- 
sion or that it has complied with the 
requirements of the SEC. When a pro- 
posal is filed, a copy is forwarded to the 
SEC. The SEC reviews the plans for 
raising initial and additional capital and 
confirms the necessity of registering or 
the availability of exemptions both un- 
der the Securities Act of 1933 and the 
Investment Company Act of 1940. 

Generally, SBICs are investment com- 
panies, as defined under the Invest- 
ment Company Act (Section 3(a)). How- 
ever, many SBICs are at least initially 
exempt from registration under this Act 
because outstanding securities are bene- 
ficially owned by not more than 100 
persons and the SBIC is not making 
and does not presently propose to make 
a public offering of its securities (Section 
3(c)(1)). For the purpose of determining 
beneficial ownership of outstanding in- 
vestment company securities, ownership 
by a corporation is deemed to be bene- 
ficial ownership by one person rather 
than beneficial ownership of the holders 
of such corporation’s outstanding secur- 
ities unless such corporation owns 10% 
or more of the outstanding securities of 
the SBIC and the value of the SBIC’s 
securities owned by the corporation ex- 
ceeds 5% of the corporation’s total as- 
sets (Section 3(c)(1) and Rule N-3C-2). 

Registration under the Securities Act 
is required of all small business invest- 
ment companies, unless the plans for 
and the raising of investment funds are 
exempt under the Act. Most exempt 
financing by SBICs results from transac- 
tions by an issuer not involving any 
public offering (Section 4(1)). Other 
financing, not in excess of $300,000, may 
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be exempt pursuant to regulations 
the SEC. Another well 
known exemption, relating to intra- 
state offerings (Section 3(a)(11)), is not 
available to registered investment com- 
panies (Section 24(d) of the Investment 


adopted by 


Company Act). 


The license application 


Upon the filing of a proposal, the 
SBA the desirability of li- 
censing the proposed small business in- 


reviews 


vestment company. Among other things, 
weight is given to the need for financing 
of small business concerns in the area 
in which the proposed company will 
commence business, the number of such 
companies previously organized in the 
area, the experience of management, 
and the stated plans of operation of the 
proposed company. 

After reviewing the proposal, the SBA 
notifies the applicants whether or not 
the proposal justifies the issuance of a 
license. If such issuance is justified, the 
notification instructs the applicants to 
proceed with all action necessary for 
submission of a license application (SBA 
No. $15). The 
tains the commitment 


notification 
of SBA to 
a license upon the compliance with the 


Form con- 


issue 
conditions set forth in the notification 
and the submission of a license applica- 
tion. Prior to the submission of the 
license application, the corporation is 
organized, registration, if required, is 
effected under the Securities Act and/or 
the Investment Company Act, and a 
of stock of the 
pany is sold to yield a paid-in capital 
and surplus equal to at least $300,000 


($150,000 if 


sufficient amount com- 


subordinated debentures 
are to be purchased by SBA). After re- 
view of the license application by the 
SBA, a small 


business investment company under the 


license to operate as a 


Act will be issued if all of the require- 
ments and conditions have been met. 


Financing of small businesses 


Upon licensing, the SBIC may render 


financial and other assistance to “small- 
business concerns” in accordance with 
the express purpose of the Act. A 


“small-business concern” is one that is 
not dominant in its field of operation, 
is independently owned and operated, 
and does not have assets exceeding $5 
million, net worth exceeding $2,500,000 
and an after 
Federal income taxes, for the preceding 
$250,000. As- 


average net earnings, 


two years in excess of 


sistance may be rendered to small-busi- 
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ness concerns by the purchase of equity 
securities (common or preferred stock 
or instruments that evidence debt and 
provide either an option to convert or 
warrants), by the making of long-term 
loans, and by providing consulting and 
advisory services on a fee basis. The 
aggregate principal amount that may 
be invested in or loaned to an SBIC is 
limited only insofar as an SBIC may 
not invest in excess of 20% of its paid-in 
apital and surplus in any such con- 
cern without specific SBA authorization. 

An SBIC may increase the amount of 
funds available for investing in small- 
business concerns by borrowing up to a 
total of four times paid-in capital and 
surplus (including any subordinated 
debentures purchased by the SBA). As 
a part of this, the SBA may loan an 
amount up to 50% of the company’s 
paid-in capital and surplus upon certifi- 
cation by the company that it is un- 
able to borrow or otherwise secure the 
needed operating funds from private 
sources. Such loans are at 5% per an- 








num 
ceeding 20 years. 

Although an SBIC must be operated 
in accordance with the representations 
made in the proposal and pursuant to 
the Act and the regulations thereunder, 
licensing does not involve Governmental 
supervision of its management invest- 
ment practices and policies. 


Conclusion 


Because the Act has been in effect for 
only two and a half years, it is difficult 
to appraise the success of the small 
business investment company program. 
The initial investor appeal has been 
proven. The availability of funds for 
investment in small business concerns 
has provided much needed financing 
that not otherwise 
available. However, the ultimate finan- 
cial success of individual small busi- 
ness investment companies will depend 


would have been 


primarily on the continuing ability of 
management to invest prudently in 


small business concerns. % 


CA-4 rejects Section 102 penalty in stock 


redemption; Pelton Steel collapsed 


The Fourth 


case and held that the purchase by a corporation of 50% of its shares from 


the estate of a shareholder does not necessarily prove that the corporation 


Circuit has just overturned the conclusion 


by RICHARD L. GREENE? 


of the Pelton Steel 


had accumulated surplus unreasonably. The decision is hailed here by Mr. 


Greene as a giant step toward the interpretation of tax law in a manner 


that is consonant with the needs of everyday business transactions. 


ect YEARS have slipped by since the 
Tax Court arrived at its almost in- 
credible opinion in the Pelton! case, 
which cast an ominous cloud over stock 
redemptions. Many a sound business 
arrangement that cried out for a stock- 
redemption agreement was postponed 
or abandoned because of the unrealistic 
and naive approach of the court in the 
Pelton case. Mandatory stock-redemp- 
tion agreements have been considered 
hazardous by many because of the po- 
tentially automatic imposition of the 
Section 102 surtax (now Section 531, et 
seq.) under the strange concepts estab- 
lished in the Pelton 
celebration among the great numbers of 
stockholders of and 
reason for restored faith in the judicial 
process will be found in the recent 


case.2 Cause for 


small businesses 





opinion of the Court of Appeals for the 


Fourth Circuit in Mountain State Steel 


Foundries, Inc. 

The Mountain State decision is signifi- 
cant and of compelling interest for a 
variety of reasons. A notable feature is 
that, under facts similar to Pelton Steel, 
it rejects flatly the imaginative and 
fictional theories foisted (entirely with- 
out supporting evidence) by the Com- 
missioner upon the Tax Court. Further, 
the court of appeals, with an obvious 
fundamental 
realities, recognizes that conflicting in- 
terest between shareholders of a closely 
held corporation with respect to divi- 


acceptance of business 


dend policies, capital expenditures, etc., 
can indeed adversely affect the corpora- 
tion and furnish a business purpose for 
a redemption. Moreover, the court de- 


and have maturities of not ex-} 
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clined to swallow any distinction (as- 
serted elsewhere and previously) that 
under Section 102 a redemption of a 
50% stock interest is any different from 
redemption of a minority interest. 

[he Mountain State decision will be- 
notable for shining 
and these will become evident 
from a brief reference to the basic facts 
case. The corporation, like 
Pelton, was engaged in the steel casting 
business, generally regarded to be sub- 
ject to wide fluctuation in earnings. The 
stock was owned 50% each by two fam- 
the Strattons and the Millers. 
Miller had died, leaving his 50% in- 


come its other 


facets, 


of the 


ilies, 


terest to his wife and daughters, who 
took no active part in the business, and 
their prime interest naturally was to 
secure larger dividends. The Strattons, 
however, who were active in the busi- 
ness and obtained their income mainly 
from 


salaries, interested in ex- 


panding and improving the business and 


were 


its fixed assets and in using a portion 
of the current earnings for that pur- 
pose. 

Chis conflict in interests between the 
equal stockholders led Mrs. Miller to 
demand the business be sold, and Strat- 
ton sought a purchaser. He reduced the 
purchase for all the stock from $1.7 
million to $1.5 million, and some peo- 
ple were interested in the plant but 
Finally the 
countant for the company suggested that 
might buy the Miller 
stock by paying for it over a period 


not at those prices. ac- 


he company 


ff years. Mrs. Miller proposed this to 


the Strattons, and an agreement was 
worked out for the purchase of the 
ntire 50% stock of the Millers for 
$450,000 consisting of $50,000 in cash 
and the balance with interest at 4% to 

paid in installments over a period of 

years ($22,000 per year for 27 years 
ind $10,000 per year thereafter). 


As in the Pelton case, the Tax Court 


in Mountain State had accepted a 
wholly fictional argument apparently 
unsupported by evidence: that the 


Miller stock might or could have been 
yurchased by the other stockholders in- 
ead of by the corporation, and this 
yuld have been done by paying addi- 
that this method 


ional dividends; 


‘elton Steel Casting Co. (1957), 
d. (CA-7, 1958), 251 F.2d 278. 
*See discussion by the editor in January 1961 is- 

e of JTAX, pp. 12, 13. 
State Steel Foundries 
0), 60-2 USTC 9797. 
Emeloid (CA-3, 1951), 189 F.2d 230, rev’g 14 
TC 1295 (1950). 


28 TC 153, 


Mountain (CA-4, 11/7/ 


would have generated larger surtaxes 
on the shareholders; and that, there- 
fore, they “must of acted as they did 
for the purpose of avoiding additional 
surtax on their personal income.” The 
court of appeals readily saw through 
this form of syllogistic nonsense. Any 
student of scholastic logic knows that 
a strained and frequently ridiculous 
conclusion can be created by building 
a series of premises on an assumption 
that is erroneous, unsupported, or un- 
true. Where the assumption is based 
upon a web of perpetual suspicions of 
the motives of honest businessmen, plus 
an almost childish lack of understand- 
ing of the realities of business prob- 
lems, then plainly such syllogisms are 
dangerous toys. After rejecting 
incorrect conclusion, 


this 
which 
the lower court had borrowed from the 
Commissioner’s imagination in this and 
in the Pelton case, on the basis that it 
was not supported by any finding and 
likewise silly to assume the Strattons 


naive and 


would have been willing to obligate 
themselves their estate 
over 


and for pay- 
the 


court then sharply slapped the Commis- 


ments extending 44 years, 
sioner with this ruler over his fingers: 

“Nor is the situation altered by the 
fact that the Strattons may have been 
aware that travel along another route 
would have cost something more in 
taxes. If they had a choice of routes, 
they were not required to choose the 
one which would be most costly to them 
in taxes.” 


Corporate business purpose 


The court of appeals took a solid and 
sensible view of one situation involving 
the conflicting interests and needs of 
the two stockholder groups. It quickly 
concluded that the redemption did serve 
a legitimate corporate purpose. Basically 
one group desired substantial dividends 
and a certain yield on their stock invest- 
ment, and the other group, which drew 
salaries, preferred to expand the busi- 
ness through larger capital expenditures. 
With a firm nod to the factor that is the 
prime motivation for most stock-redemp- 
and Section 303 
demptions, the court observed that “the 
problems which confronted the widow 
and daughters of Ben Miller and the 
Strattons is one that frequently arises 


tion agreements re- 


topn the death of one co-venturer in a 
relatively 
Then, business perception, 
court observed: 

“When the 


small business 


with 


enterprise.” 
the 
such 


stockholders have 
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Wisconsin Bar and the editor of this 
depariment of THE JOURNAL oF Tax- 
ATION. | 





conflicting interests, the corporation and 
its future are necessarily affected. When 
the situation demands that 
the business be sold or liquidated, as 
it did here, the impact of the conflict 
upon the corporation is direct and im- 
mediate. The resolution of such 
a conflict, so that the need of the cor- 
poration may govern managerial de- 


results in 


cision, is plainly a corporate purpose.” 
Thereafter the Court placed its bless- 
ing upon the general field of stock pur- 
chase and redemption agreements: 
“Many businessmen now anticipate 
such problems and provide solutions 
through agreements, and implementing 
devices, to take out the estate of a co- 
venturer, who dies, on a basis designed 
to be fair to the estate, to the enter- 
prise and to the surviving co-venturers.” 


Interplay of sections 


A cardinal feature of the Mountain 
Siate case was a notable effort by the 
court to construe Section 102 in light 
of the 303, 


treatment to a 


purpose of Section which 


dividend re- 
demption of a decedent’s stock to pay 
death We have 
previously cautioned that a Section 303 


prevents 


taxes and expenses. 
redemption may help the sharehoider 
but may turn out to be a trap to the 
corporation by precipitating a penalty 
tax under Section 531 [14 JTAX 13}. 
This court sensibly noted, however, that: 

“When Congress specifically provided 
favorable tax treatment for such trans- 
actions and sought to encourage them 
of es- 
tates, it hardly could have intended to 


to facilitate the administration 
penalize the corporation for doing the 


favored act.” 


Emeloid relied wpon 


Draftsmen of stock-purchase agree- 
ments, insurance men, and taxmen will 
all rejoice at the court’s reliance upon 
and approval of the Emeloid* case. 
Many writers have referred to Emeloid, 
although it involved not a stock agree- 
the issue of whether 
sums borrowed to acquire key-man in- 
surance on its principal stockholders 


constituted borrowed capital for excess 


ment but rather 


profits tax purposes. We had hoped to 
find Emeloid cited as authority in a 
stock-redemption case. Mountain State 
applies Emeloid with relish: 
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“It has been held that corporate dis- 
bursements to pay insurance premiums 
to provide a fund with which to pur- 
chase stock from the estate of the per- 
insured do serve a 
corporate, business purpose. If disburse- 
ments to create a fund with which to 
purchase stock serve a corporate pur- 
pose, surely the disbursement of the 
created fund in purchasing the stock 
serves the same purpose.” 
completely the 
Commissioner’s theories that had been 
Steel, the court 
ended with a small caution: 

“We need not say that under no cir- 
cumstance may a stock purchase be 


son whose life is 


Having cast aside 


accepted in Pelton 


relevant to a question arising under 
102. When 
accumulations 


it is done out of 
reasonably 


may be thought excessive, such a pur- 


Section 
cash which 
chase, along with other factors, may be 
considered appropriately in arriving at 
ultimate findings. The fact of redemp- 
tion, of itself, however, furnishes no 
basis for imposition of the Section 102 
tax.” [Italics supplied.] 

Thus, in a noteworthy decision, a 


major and logical principle has been 





Rights to insurance renewal commis- 
sions valued. [Acquiescence| Taxpayer 
had been a stockholder in an insurance 
agency corporation liquidated in 1950. 
He had received part of the rights to 


renewal commissons on some 5,000 poli- 


cies. At issue here was the treatment 
of the collection of such commissions in 
1953 and 1954. The Tax Court found 


that, although at the time of liquidation 
it might not have been possible to de- 
termine whether any particular policy 
would be renewed, the insurance indus- 
try has developed techniques for valuing 
these rights, which are frequently used 
as collateral in commercial loans. Lack- 
ing evidence on which to find value in 
that way, the court applied the Cohan 
rule and valued the rights. Renewal 
the 


they exceed 


commissions received in years at 
the 
ordinary in- 


TC 1032, 


issue, to the extent 


value at liquidation, are 


come. Goldstein Estate, 33 


acq., IRB 1960-48. 


IRS will follow Anderson Clayton. {Old 
law| In Anderson Clayton & Co. (350 


U.S. 55) the Supreme Court held that 
a corporation did not realize income by 


the sale of its own stock, which had 


: New corporate decisions this month 


February 1961 


re-afirmed: that the fact of a redemp- 
tion, of itself, “furnishes mo basis for 
imposition of the Section 102 tax.” It 
is this approach and attitude that truly 
vitiates the Pelton decision when the 
window dressing verbiage and ration- 
alizing language is stripped away from 
the Pelton opinion. Those familiar with 
Pelton will remember that the true and 
sole basis for the decision was the stock 
redemption (which was actually and 
overwhelmingly proven to be for sound 
business reasons), but the Tax Court 
successfully covered its steps, by a 
“factual finding” contrary to the evi- 
dence, that in any event there was an 
excessive accumulation of earnings. The 
court of appeals in Mountain State was 
not similarly misled, however, and con- 
cluded that the disbursements in pay- 
ment for the stock, themselves, did not 
support a finding that they were with- 
drawn excess accumulations be- 
yond reasonable corporate needs. Thus, 
in many major respects the court has 
rendered what we expect will become 
decision in the field re- 
demptions, stock agreements, and Sec- 
tion 531. * 


from 


a landmark 


been purchased on the market, to its 
employees as part of a stock-purchase 
plan for employees. The IRS withdraws 
non-acquiesences in cases that held this 
way. [Under the 1954 Code, Section 
1032 makes 
Treasury stock nontaxable.—Ed.| Rev. 
Rul. 60-328. 


specifically dealings in 


Can’t amortize discount on debentures 
issued to sole stockholder. An individual 
all the assets of 
prietorship to taxpayer, a newly formed 


transferred his pro- 
corporation, for all of its stock and 
debentures, which were to mature in 10 
years. He claimed that a portion of the 
inventory was the consideration for the 
which were valued in the 
transfer at $1,000 each and had a face 
value at maturity of $1,500. Taxpayer 
sought to amortize this discount over 


debentures, 


the 10-year period; the Commissioner 
the deduction. The 
agrees with the Commissioner, holding 
that the issuance of the notes was merely 
part of a more comprehensive transac- 
tion. Consequently, it cannot be be said 
that the debentures were issued for assets 


disallowed court 


worth less than their face amount. The 
claimed discount is completely artificial. 





The court does not decide whether to 
follow the rule in Montana Power Co, 
(232 F.2d 541), which holds that, where 
there is no arm’s-length dealing between 
the seller and the purchasing corpora- 
tion, no deduction is available in re. 
spect of discount allegedly inhering in 
the obligation of the purchasing corpo- 
ration issued for assets transferred to it. 
Nassau Lens Co., 35 TC No. 34. 








Accumulation not beyond reasonable | 
needs of business. Taxpayer, a corpora: | 
tion in the business of photo-finishing, | 
is held to have affirmatively and clearly | 
demonstrated that it did not permit | 
earnings to accumulate beyond the rea- | 
sonable needs of the business. Substan- | 
tial funds were needed for urgent ex- 
pansion in color film operations, at 
there was a strong possibility of pro- 
tracted patent litigation. Felten, 
Inc., TCM 1960-254. | 


Corporate improvements to lessor-stock- i 
holder’s property a dividend. Improve- 
ments costing $150,000 were made by a 
closely held corporation on property it 
rented from its principal stockholder, 
taxpayer here. The Tax Court held that 
these improvements were a dividend to 
the stockholder; the corporation was not 
protected by a long-term lease, and the 
stockholder had within his power the 
right to regain possession of the im- 
proved property virtually at will. This 
court affirms. Jaeger Motor Car Co.,, 
CA-7, 11/16/60. 


Subsidiary may deduct its pre-affiliation 
net operating loss on consolidated re-| 
turn [Old law] [Non-acquiescence] Inf 
September 1951, taxpayer, a steel manu- 


facturing corporation, acquired a corpo- 


that had sustained about $150,-} 


ration 
000 net operating losses on the manufac- 
ture of aluminum doors during the pre-| 
ceeding 20 months. In January 1952, 
the subsidiary sold all of its assets and] 
February 1952 
transferred the erection portion of its! 


business; in taxpayer | 
business to the subsidiary. On a con- 
solidated return for 1952, the subsidiary 
carried forward and deducted from the 


profits of the erection business its pre- 
acquisition net operating losses. The 
Commissioner took the position that 
the loss carryover was not allowable} 
under Section 129 of the 1939 Code (now | 
Section 269). That section provides that, 
if a person acquires a corporation for} 


the principal purpose of securing the 
benefit of a deduction that “such per- 
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son would not otherwise enjoy,” 
the deduction is not allowable. The 
Tax Court adhered to its Alprosa posi- 
tion [the Tax Court has since aban- 
doned this position—Ed.] that Section 
129 is inapplicable to the acquired cor- 
poration; the subsidiary, it says, merely 
applied its own loss against its own later 
profits. In any event, the court said, 
there was a business purpose for the 
acquisition of the subsidiary; the tax 
benefit was not the principal purpose. 
In reply to the Government’s argument 
that the rule of Libson Shops (353 U.S. 
382) requires that the offset losses and 
profits be of the same business, the 
court pointed out that the Supreme 
Court opinion expressly reserved deci- 
sion of the question of a single corpo- 
rate taxpayer’s changing the character 
of its business. [The 1954 Code provides 
specific rules limiting loss carryovers 
after a substantial change in stock own- 
ership or in character of the business.— 
Ed.| Virginia Metal Products, Inc., 33 
IC 788, non-acq., IRB 1960-48. 


Valid voting trust prevents taxpayer 
from filing consolidated returns. Tax- 
payer owned directly 62% and trustees 
of the 
stock of a corporation. Taxpayer filed 

consolidated return with the corpo- 


under a voting trust held 25% 


ration in the year 1954. The voting 
was created in 1952 
continue for 20 years. In 1953 the legis- 
lature enacted a provision that a voting 


trust and was to 


trust can be created for a period not ex- 
ceedirg 10 years. Taxpayer argued that 
the result of this enactment was to ren- 
der the voting trust invalid and that, 
therefore, it really owned “at least 80%” 
of the voting power of all classes of 
stock (which would entitle it to file con- 
solidated returns). The court holds that 
file consolidated re- 


turns, since the state statute, as the Tax 


taxpayer cannot 
Court interprets it, is prospective only 


and does not invalidate a trust organ- 
ized prior to its enactment. Standard 


Lumber Co., 35 TC No. 24. 


Business not being contracted; distribu- 
tion will not be in partial liquidation. 
faxpayer was a leather tanner, buying 
skins, treating them, and selling the 
leather. It had large accumulated earn- 
ings despite losses in recent years. At- 
tempting to stop the losses, it switched 
from one type of skins to another and 
moved into a different segment of the 
leather trade. Prospects still being poor, 


it decided to curtail purchases and re- 


duce inventories. It asks whether a dis- 
tribution of unneeded cash and Govern- 
ment bonds would be a partial liquida- 
tions (taxable like a sale). The IRS 
points out that, if a corporation has 
available earnings, there is no partial 
liquidation unless there is a contraction 
of the business. This corporation in 
prior years retained earnings and built 
up inventory and investments in Gov- 
ernment bonds. Their liquidation now 
is not a genuine contraction of the busi- 
ness, and the distribution would be 
taxed as a dividend. Rev. Rul. 60-322. 


Stockholders of PHC constructively re- 
ceived dividend despite stock transfer. 
After a Revenue Agent proposed an 
assessment of Personal Holding Com- 
pany the stockholders transferred 
their shares to a wholly owned corpo- 
ration. The PHC then de- 
ficiency dividend to avert the PHC tax, 
as provided for by Code Section 547. 
The corporation claimed an 85% 
credit against the de- 
ficiency dividend. The IRS rules that to 
allow the 
purpose of the dividend deficiency pro- 
visions of the Code, which are intended 
to permit an escape from the PHC tax 
when the pay 
tax. The transfer to the corporation is 


tax, 
issued a 
divi- 
dends-received 


this scheme would frustrate 


stockholders themselves 


regarded as having no business purpose; 
it was undertaken solely to avoid tax. 
Hence, the stockholders will be 
sidered as constructively receiving the 
deficiency dividend. Rev. Rul. 60-331. 


con- 


Sale of stock pursuant to SEC order was 
not an involuntary conversion. In ac- 
cordance with an SEC order, taxpayer 
sold its large holdings of Detroit Edison 
Co., realizing a substantial loss. The or- 
der was issued to compel taxpayers to 
comply with the Public Utility Holding 
Co. Act. 
in effect an involuntary conversion, en- 


Taxpayer contended this was 


titling it to a deduction for an ordinary 
loss. The court held taxpayer suffered a 
capital loss only. This was not con- 
demnation, requisition, or the exercise 
of the power of eminent domain. It was 
nothing more than an order requiring 
taxpayer to dispose of property that it 
was prohibited from owning under the 
Public Utility Holding Co. Act. The 
court observed that there was 
dence that the sale of stock was below 


no evi- 


market value. [The Code provides for 
nonrecognition of gain or loss on cer- 
tain transactions ordered by the SEC, 
but the section applies to exchanges, not 
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to sales.—Ed.]| American Natural Gas 
Co., Ct. Cls., cert. denied, 11/21/60. 


Spin-off of real estate tax-free. [Old 
law] A closely held corporation reorgan- 
ized by transferring the buildings in 
which it conducted its business to a new 
corporation. The shares of the new 
corporation were then distributed to 
the transferor’s shareholders. The pur- 
pose of the transaction was to reduce 
the the 
that key personnel could buy in. The 
transaction was governed by the 1939 
Code, and the court approves it as a 
tax-free spin-off. [The Regulations under 
Section 355 of the 1954 Code would not 
consider the leasing activitiy of the real 


value of transferor’s stock so 


estate corporation as an active business 
and would not permit a tax-free distri- 
bution. The 1939 Code did not have an 
active business requirement.—Ed.] Wil- 
kins, DC Ill, 10/20/60. 


Exchange of voting common for non- 
voting is tax-free. The taxpayer and her 
brother owned all of the outstanding 
common stock of a corporation. Be- 
cause the brother wanted sole voting 
control, the capitalization of the corpo- 
ration was changed. New Class A com- 
stock the 
brother for his stock. A new series of 


mon voting was issued to 
Class B non-voting redeemable common 
was issued to taxpayer for her stock. It 
was understood, that 
the Class B stock would be redeemed 
shortly. 
Class B stock to a trust in which she had 
a life estate (remainder to her children). 
The Government argued (1) that her 


the court found, 


Taxpayer transferred the new 


exchange of common stock for non-vot- 
ing common stock was tantamount to 
the issuance of a preferred stock having 
no reason or purpose germane to the 
conduct of the corporate business, and 
(2) that the transfer to the trust fol- 
lowed by the redemption of some of the 
shares from the trust was part of a 
single plan or transaction looking to the 
exchange of stock for a trust life estate. 
This court holds that there was a tax- 
free reorganization, citing the Regula- 
tions that 1036 applies, even 
though voting stock is exchanged for 


Section 


non-voting stock or non-voting stock is 
exchanged for voting stock. The re- 
organization had a “business purpose” 
germane to the successful continuance 
of the 
problem of dividend ownership. Accord- 
ing to this court, although the taxpayer 


created the trust at the time of the re- 


business and it eliminated the 








"9 "i 
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organization and directed that the new 
stock be issued to the trustee, the re- 
organization was not incidental to any 
plan of liquidation but rather had a 
legitimate business purpose of its own. 
Accordingly, this court finds that the ex- 


change was tax-free. Carnahan, DC 
Mont., 10/31/60. 
Loss carryover allowed against new 


profitable business. [Old law] ‘Taxpayer 
operated a retail grocery and a liquor 
store at a loss. Acting through its presi- 
dent and controlling stockholder, tax- 
payer acquired the assets of a corpora- 
tion engaged in selling food (principally 
retail to hotels, 
institutions, home 


restaurants, 
The 


business so sold to taxpayer had not 


meat) at 
and freezers. 
been profitable, but taxpayer’s president, 
who was a minority stockholder of the 
selling company, believed that it could 
be made profitable. ‘Taxpayer’s old busi- 
ness (the store) continued to be un- 
profitable, but the new business proved 
to be profitable; after a few months tax- 
payer disposed of its old business. Tax- 
payer deducted the net operating loss 
generated from its old business (both 
before and after the acquisition) from 
the profit derived from its new business, 
under Section 172 of the 1939 IRC. The 
Commissioner disallowed the deduction 
on the ground that the income against 
which the losses were claimed as an off- 
set was not produced by substantially 
the business that incurred the 
losses, citing Libson Shops, Inc. (353 U.S. 
382) and Mill Ridge Coal Co. (264 F.2d 
713), in 


same 


which loss carryovers were 
denied on the ground that the business 
earning the income was not the business 
that incurred the losses. The court allows 
the deduction and distinguishes these 
cases on the grounds that (1) taxpayer 
changed the character of its business but 
not the essential nature of its business, 
(2) here there is a continuity of busi- 
ness enterprise with the same taxpayer 
earning the income and sustaining the 
(3) the 
assets for a bona fide business purpose, 


loss, here taxpayer acquired 


with no intent to obtain a tax wind- 


fall, and (4) both the income and losses 
were produced by substantially the same 
Kolker 


sales of food. 


TC No. 38. 


business, retail 
Bros., Inc., 35 


REASONABLE SALARY 


Compensation of officers found reason- 
able. The Commissioner determined that 
the compensation paid to the three 
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principal officers of the corporation for 
personal services was excessive and dis- 
allowed a portion of their salaries. The 
jury found that the compensation paid 


to each of the three officers was reason- © 


able in the light of the court’s instruc- 
tion that the jury could consider (1) the 
experience, training, and other qualifica- 
tions of each officer and his business 
acumen; (2) the kind and extent of servy- 
ices rendered by each, including the dif- 
ficulties, if any, the work load, and re- 
sponsibilities assumed; (3) the results 
produced by the efforts of each of the 
officers and their contributions to the 
business enterprise from its inception 
in 1937 to and through 1955; (4) the 
relative size of the business and its ratio 
of earnings to sales, officers’ salaries, and 
total assets in previous years and during 
the two years in question; (5) the gen- 
eral economic and business conditions, 
including competitive conditions, which 
existed in 1954 and 1955 and the years 
in which the company was doing busi- 
ness; (6) the stock holdings of the execu- 
tive officers in question and the amounts 
paid to them as salaries and bonuses in 
the years in question and in prior years; 
(7) the amount of surplus accumulations 
in 1954 and 1955, as compared with the 
surplus accumulations in prior years; 
(8) the policies of the corporation con- 
cerning the payment of dividends and 
the under 
policies were determined; and (9) the 


circumstances which such 
evidence, if any, as to salaries customar- 
ily paid by like companies under com- 
parable circumstances. Miller Chemical 
Corp., DC W. Va., 10/17/60. 


Compensation to officer-stockholder con- 
sidered reasonable. Where the evidence 
was uncontradicted that an officer and 
dominant stockholder of a corporation 
was the sine qua non of its success and 
bore the brunt of all the executive and 
policy-making problems, a salary, includ- 
ing bonus, of $35,000 paid him annually 
is deemed not to be unreasonable. Foto- 
crafters, Inc., TCM 1960-254. 


Reasonableness of officers’ salaries de- 
termined. Compensation of $75,000 paid 
by a corporation to its president is held 
to be reasonable compensation for serv- 
ices rendered. The corporation’s out- 
standing growth was attributable largely 
to the president’s energy, constant super- 
vision, unique business ability. 
However, compensation in excess of 
$600 paid to the president’s wife, who 
was a vice president and director of the 


and 






company, is deemed unreasonable, 
since, aside from occasional business dis. 
cussions with her husband at home and 
participation in the entertainment of 
business guests in their home, the record 
failed to disclose that she performed any 
services. Also the corporation is denied 
a deduction for depreciation and operat- 
ing expenses of a Lincoln that it pur 
chased for her and that was used by her 
as her personal automobile. Bardahl 
Manufacturing Corp., TCM 1960-223. 








RELATED TAXPAYERS 
Surtax exemption allowed reactivated | 
subsidiary; tax saving was not major 
purpose. [Acquiescence| Taxpayer was 
an inactive subsidiary. Its parent, in 
the trucking business, would be subject 
to less state regulation if it leased rather 
than owned its vehicles. Accordingly, 
taxpayer was activated, purchased trucks | 
from its parent, and leased them back 
to the parent. The Commissioner denied 
taxpayer a surtax exemption. The Tax 
Court ruled that taxpayer is entitled to 
the surtax exemption since, on the facts, 
securing the exemption was not a major 
purpose in the activation of taxpayer. 
Truck Terminals, Inc., 33 TC 876, acq., 
IRB 1960-45. 





*Stockholder has ordinary loss on sur- 


rendering preferred, despite retained 


common. Taxpayer was one of several} 


stockholders of a corporation that had 
been operating at substantial losses. In} 
order to improve the financial position | 
of the corporation, taxpayer surrendered | 
for cancellation his preferred stock, re- 
taining his interest as a principal com- 
mon stockholder. No contribution was 
the other The } 
Commissioner argued that taxpayer had 
made a capital contribution. The court 
holds taxpayer sustained a deductible 
loss as a result of the surrender and can | 
cellation of the stock, equal to the dif- 
ference between the cost basis to him of 
the stock surrendered and the stipulated | 
increase in value of his remaining shares. 


made by stockholders. 


Since the surrender for no consideration 
was neither a sale nor an exchange of 
a capital asset, the loss is deductible in 
full as an ordinary loss. Duell, TCM 
1960-248. 


Stockholder-creditor in constructive re- 
ceipt of accrued interest. Interest ac 


crued by a closely held corporation in} 
1948 and 1949, payable to its principal f 
stockholder, is constructively received by | 
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him in the 
1950, 
when received. The corporation had at 


the latter and taxable to 


years of accrual, rather than in 


all times a sufficient amount of cash to 
pay the interest without jeopardizing its 
financial position. The Tax Court is 
affirmed. Jaeger Motor Car Co., CA-7, 
11/16/60. 


Stockholder was joint venturer with 
corporation; can deduct loss in paying 
for goods it used. Taxpayer obtained 
from a manufacturer a franchise to as- 
semble and distribute certain merchan- 
dise. Taxpayer organized a corporation 
two other individuals to conduct 
this business, was an officer and director, 


with 


and devoted a substantial portion of his 
time to the corporation. The manufac- 
invoiced the merchandise to tax- 
payer as an individual, but the corpo- 


turer 


ration paid the amount of the invoice 
and conducted the business. Taxpayer 
sought to have the corporation billed 
directly, but the manufacturer would 
not consent to do so. The corporation 
ultimately became insolvent, and the 
corporation sued the taxpayer and col- 
lected the balance due for merchandise 
invoiced to him. Taxpayer sought to de- 
duct this amount in full as a loss under 
Section 165(c). The Commissioner con- 
that taxpayer 
business bad debt and that under Sec- 
tion 166(d)(1) he was limited to short- 


tended suffered a non- 


term capital loss treatment. The court 
disagrees with the Commissioner, find- 
that the primary 
of that 
payer and his corporation were in a 


ing taxpayer 


the 


was 


debto1 manufac turer, tax- 


sense 


joint venturers, ‘and that, since 
} 


the transaction was entered into for 
profit, the loss was deductible in full 
under Section 165(c). Horner, 35 TC 


No. 30. 


Stockholder-officer taxed on stock issued 


for accrued salary. A corporation in 
which taxpayer was an officer and prin- 
ipal stockholder issued to him shares of 
common stock to wipe out its liability 
to him for accrued salary and unreim- 
bursed travel expenses. This was done 
to enable the corporation to present a 
better statement for obtaining an RFC 

in. Taxpayer contends the stock dis- 
tributed to him constitutes a nontaxable 
stock dividend. The court holds his con- 
tention is without merit, since taxpayer's 
proportionate interest in the corporation 
increased as a result of the stock distri- 
the fair market 


bution. Accordingly, 


value of the shares, as determined by 


the court, is included in his taxable in- 
come. Morison, TCM 1960-243. 


REDEMPTIONS 


Double attribution of stock ownership 
makes redemption equivalent to a divi- 
dend. A decedent had owned 156 out of 
a total of 283 shares of a corporation, 
the remaining shares having been 
owned by her three daughters or their 
husbands in unequal amounts. The de- 
cedent, formerly president of the corpo- 
ration, had received no salary since 
1943 but paid her living expenses from 
loans received from the corporation, 
totaling about $20,000. Upon the dece- 
dent’s 1954, the corporation 
redeemed 51 of her shares in satisfaction 
of her indebtedness; the remaining 105 
shares were distributed in equal amounts 
to her three daughters, pursuant to her 
will. At this point, the daughters and 
their husbands owned stock in varying 
amounts, and the interest of 
each had been changed by the redemp- 
tion and distribution. The 
rules that the redemption was essentially 


death in 


relative 
Tax Court 


equivalent to a dividend and allocates 
the to the 
daughters equal shares. Applying 
1954 Code Section 318(a), the court at- 


dividend income each of 


in 


tributes the husbands’ stock to their 
wives and then attributes the wives’ 
stock and the attributed stock to the 


estate. Accordingly, the estate construc- 
tively owned 100% of the stock, and the 
redemption from the estate could not 
qualify as a substantially disproportion- 
ate redemption (generally capital gain 
under 1954 Code Sections 301 and 302). 
The 


facts 


court is also influenced the 


that 


by 
the corporation had never 
paid a dividend, although it had ac 
cumulated earnings, and that the re- 
demption served no business purpose. 
In dictum, the court points out that the 
result might have been different under 
the 1939 Code, which does not contain 
comparable constructive 

rules. Lewis, 35 TC No. 11. 


ownership 


Redemption of stock held to be a divi- 
dend. ‘Taxpayer purchased 900 of 1,000 
outstanding shares of Nedicks, Inc., for 
$3,600,000. It paid $200,000 
the 


down, and 


balance was payable within six 


this 
$1 


months. To help finance trans- 


action, taxpayer borrowed million 


from a bank. Subsequently, taxpayer 
surrendered 260 shares to Nedicks, Inc., 
for about $1 million and used the money 


to pay off its bank loan. The Tax Court, 
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following Wall (164 F.2d 462), decided 
that the redemption is a dividend. The 
court rejected taxpayer’s argument that 
the transaction, in substance, was a 
purchase by taxpayer of 640 shares and 
a redemption from the former share- 
holders of 260 shares. The court rules 
that taxpayer is bound by the form of 
the transaction it wherein 
Nedicks, did not deal with the 
former stockholders. This court affirms. 
[Taxpayer, it will be noted, is a corpo- 
ration. In most cases corporate stock- 


adopted, 
Inc., 


holders would argue for dividend treat- 
ment, the 85% credit usually 
makes the tax on a dividend less than 


since 


the capital gain tax on a redemption. 
Here, however, the result of the decision 
is that the dividend income before credit 
absorbs an operating loss that would 
otherwise be allowable as a carryback.— 
Ed.| Television Industries, Inc., CA-2, 
11/14/60. 


Sale of property immediately after dis- 
tribution in partial liquidation upheld. 
Three members of a family owned sub- 
stantially all of the outstanding stock of 
taxpayer, a corporation holding im- 
proved real estate. After one of the 
stockholders had expressed a desire to 
the 
corporation transferred to him by war- 
ranty deed, in full liquidation of his 
64% building 
whose sale previously had been nego- 


withdraw for personal reasons, 


stock, a interest in a 
tiated by a related family partnership, 
without definite commitment. The dis- 
tribution in partial liquidation and the 
sale of the real estate to the buyer 
occurred on the same day. The Gov- 
ernment sought to tax the corporation 
as if it had sold the property and had, 
in turn, distributed a part of the cash to 
the shareholder whose interest was re- 
This that the 


corporation is taxable only on the gain 


deemed. court holds 
on its 36% 
that the 
on the other 64% 


interest in the property and 
former stockholder is taxable 
interest distributed 
to him in redemption of his stock. The 
court carefully reviews the decisions in 
Court Holding Company (324 U.S. 331) 
and Cumberland Public Service Co. (338 
U.S. 451) and in the light of the rules 
laid 
that the transfer to the shareholder of a 
64% the 
sented a “genuine liquidation” and that 


down in those cases determines 


interest in property repre- 
the transfer to the shareholder was not 
a mere conduit for a sale by the corpo- 
ration. McNair Realty Co., DC Mont., 


11/1/60. 
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Code and consolidated Regulations conflict 


on basis after intercompany distributions 


by LEON HARITON 


When distributions in kind are made during a consolidated return period, the 


subsequent adjustments to basis required by the Code are not coordinated with 


the treatment under the consolidated return Regulations. Mr. Hariton examines 


this and other incongruities between the Code and the Regulations, comments on 


the probable attitude of the Internal Revenue Service and the courts, and points 


out the possibilities of unexpected tax result to members of affiliated groups. 


D EVISING AN EQUITABLE METHOD of tax- 
ing dividends in kind to a corporate 
stockholder has not been a simple task 
for Congress; the law has changed 
several times, and even now, though the 
taxation of corporate distributions of 
property on separate returns seems to 
be settled, danger zones exist. More- 
over, highly capricious results appear 
when the general rules in the Code are 
applied, in conjunction with the specific 
provisions or the lack of specific pro- 
visions in the consolidated return Regu- 
lations, to intercompany distributions 
of property made during a consolidated 
return period. The consolidated return 
Regulations ought to be expanded to 
provide specifically for basis adjustments 
to the property distributed and to the 
stock of the distributing company upon 
intercompany distributions consistent 
with the Code. 

The heart of the problem is the 85% 
corporation dividend deduction (divi- 
1939 Internal 


Revenue Code). This renders an inter- 


dend credit under the 


company dividend tax-free. 
When the 
general rule to a stockholder other than 
that the fair market 
value of property is both the amount of 
and the 


property, is’ perfectly equitable when 


virtually 


dividend is property, the 


a corporation, 


taxable income basis for the 


the dividend is fully taxable. To permit 


the same treatment to a 


corporate 
stockholder is inequitable because of the 
tax 


dividend deduction. It results in 





avoidance. Prior to August 31, 1950, the 
Code permitted this kind of almost 
tax-free step-up in basis. 

For example, if a subsidiary dis- 
tributed as a dividend in kind its 
parent company a marketable security 
that had a cost basis of $10,000 and a 
fair market value of $30,000, only 
$4,500 (15% of $30,000, the fair market 
value) was taxable income. The parent 
stepped up the basis of the security to 
$30,000 and could then sell this market- 
able security without further tax. If de- 
preciable property was distributed as a 
dividend by a subsidiary, the parent 
company, by paying a small amount of 
tax, stepped up the basis of the property 
for depreciation. 

If the subsidiary had sold the market- 
able security instead of paying it out 
as a dividend, it would have had tax- 
able income of $20,000 (fair market 
of $30,000 less a cost basis of 
$10,000) subject to capital gain rates. 
The seller has $4,500 ordinary income 
or $20,000 capital gain, depending on 
the choice of the seller! The company 
that elected the dividend route in lieu 
of selling the asset directly invariably 
found tax costs lower if there was a 
substantial spread between the adjusted 


to 


value 


basis and the. fair market value of the~ 


property. 


Changes in Code 


The 1950 Revenue Act amended the 
1939 Internal Revenue Code by pro- 





viding a new rule for corporations re- 
ceiving dividends in kind after August 
31, 1950. This amendment taxed the dif- 
ference between the fair market value 
and the adjusted basis of the property 
at ordinary rates, and the 85% dividend 
credit was computed on the adjusted 
basis of the property in the hands of 
the distributing corporation at the time 
of the distribution.! This eliminated the 
possibility of stepping up the basis of 
the. property at a nominal tax cost. 
The 1954 Internal Revenue Code 
further revised this tax treatment.? The 
corporate distributee is no longer tax- 
able on the excess of the fair market 
value over the adjusted basis of the 


property received. In addition, the law | 


explicitly covers distributions not tax- 
able as a dividend because of a lack of 
earnings of the distributor corporation.$ 
The basis of the property to the cor- 
porate distributee is also spelled out.4 

In general, under the 1954 Internal 
Revenue Code, the amount distributed 
to a corporate stockholder is the lesser 
of the fair market value of the property 
received or the adjusted basis in the 
hands of the distributing company im- 
mediately before distribution of the 
property.5 When the fair market value 
is in excess of the adjusted basis, the 
basis to the corporation stockholder is 
the same as the basis in the hands of 
the distributing corporation.® 


Holding period 


The Code has long provided that in 
determining holding period there shall 
be included the period for which the 
property was held by any other person, 
if such property has, for the purposes 
of determining gain or loss from sale 
or exchange, the same basis in whole 


or in part as it would have in the hands 


of such other person.? Applying this 
rule to property dividends, if the ad- 
justed basis of the in 


property the 
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hands of the distributing corporation is ' 


less than the fair market value, the cor- 
porate distributee is entitled to tack on 
the distributor’s holding period in de- 
termining the holding period of the 
property received. Thus, the value of 
the determines 
distributee is entitled to the 
tack-on period of property received as 
a dividend. This appears to be a novel 
way of arriving at a holding period. It 
applies to property distributions whether 
taxable as a dividend, a return of cap- 


asset 


porate 


ital, or a capital gain to the extent that J 


the amount exceeds the basis of the 


whether a _ cor- | 
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distributing corporation’s stock to the 
The Internal Revenue 
Service has indicated informally that it 
agrees with this interpretation. 


distributee. 


[wo difficulties arise in the applica- 
tion of this rule in the event that dis- 
sold within six 
months of receipt and so the holding 


tributed property is 
period becomes significant. What do you 
do if market value is equal to basis? 
Secondly, suppose the fair market value 
is difficult to fix but is close to basis. 
\ large amount of tax can depend on 
1 shift of a few dollars in value. 

will 
look for the lower appraisal because it 


Ihe Internal Revenue Service 
will cut off the holding period and 
possibly convert a long-term capital gain 
into a short-term capital gain, even 
though the tax on the dividend portion 
is lost. The tax loss to the Government, 
which is limited to a maximum of 7.8% 
(52% of 15% of the dividend), would 
be offset by additional tax on the sub- 
sequent sale of the property at ordinary 
corporate rates rather than at capital 
rates. 


gain 


How value fixes period 


lo illustrate the point, assume: 

|. S is a subsidiary of P. 

2. Both companies have current earn- 
ings in excess of $100,000. 

8. S distributed to P 100 shares of X 
stock, 


~ 


ompany an unlisted security 


that S had held for five months. 

P claims that the fair market value 
of the X Company stock is $42,000 at 
of distribution. 


cate 


5. The adjusted cost basis of this 
tock is $40,000 in S’s hands. 

6. P, four months after receiving the 
X Company stock, sells it for $45,000. 

7. P reports a dividend received of 
$40,000 (S’s basis) and pays tax of 
$3,120 (52% of 15% of $40,000). It has 
a long-term capital gain upon sale of 
$5,000, taxable at 25%, $1,250, re- 
sulting in a total tax cost of $4,370. 

Che Internal Revenue Service upon 


s 


or 


examination of P’s return determines 
that the fair market value of the X 
stock at the date of distribution was 


$39,000, and therefore, there is a $6,000 
gain upon sale. Furthermore, this gain 
is now held to be short-term, since the 
determination of value of the X Com- 
pany stock governs whether the holding 
period will include the tack-on period 
or not. On this valuation the tax on the 
dividend received would be $3,042 (52% 
of 15% of $39,000). The tax cost on 
the short-term capital gain is $3,120 


(52% of $6,000). The total tax cost pro- 
posed by the Internal Revenue Service 
is $6,162. 

Usually, it is after a non-taxable 
transaction that the basis is determined 
by reference to the distributor's basis. 
Or, non- 
taxable as to the particular property 
involved. Some typical examples are a 
corporate reorganization under Section 
368, an exchange in kind under Section 
1031, or a gift of stock. Presumably, the 
rationale underlying the corporate divi- 
dend-in-kind rule is that, because 85% 
of the dividend was not subject to tax, 
the transaction substance is more non- 
taxable than taxable. Furthermore, this 
rule is analogous to the treatment of 
property received by gift after Decem- 
ber 31, 1920. The donor’s basis is used 
for purposes of computing gain; there- 
fore, the holding period of the donor 
is tacked-on. However, in computing 
loss, the fair 


at least the transaction was 


market value of the prop- 


erty at the date of the gift is used 
if less than the adjusted basis to the 
donor. This limits the amount of the 


loss to be claimed by the donee upon 
sale and also starts a new holding pe- 
The dividend-in-kind 
the same result. The rule, despite the 
difficulties mentioned above, is clear in 
its meaning and intent and 
equitable in most situations. However, 


riod.8 rule has 


not in- 
when the dividend is paid during a 
consolidated return period, the tax treat- 
ment is indeterminable either by the 
lack of specific Regulations or by Regu- 
lations conflicting with the Code. The 
tax result may be highly distorted and 
inequitable. 

The provisions of the consolidated re- 
turn Regulations contradict the 1954 
Code. The following examples illustrate 
the contradiction: 


Example 1 


1. P acquires 100% of S at a cost of 
$100,000. 

2. S has current earnings of $125,000 
and no accumlated earnings or deficit 
as of the beginning of the year. P has 
taxable income in the current year. 


oO 


1 Section 26(b), IRC 1939. 

2 Section 301, IRC 1954. 

8 Section 301(c), IRC 1954. 

* Section 301(d), IRC 1954. 

5 Section 301(b) (1) (B), IRC 1954. 
® Section 301 (d) (2), IRC 1954. 

7 Section 1223, IRC 1954. 

SIT 3453, 1941-1 CB 254. 

® Consolidated return Regs. Sections 1.1502-31(b) 
(1) (i) and 1.1502-31(b) (2) (ii). 
10 Section 301(c) (2), IRC 1954. 

11 Tbid. 6. 
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3. S distributes to P, as a dividend, 
marketable securities that have a cost 
basis to S of $100,000 and a fair market 
value of $40,000. 

What is the amount of income to be 
reported by P Company? What is the 
basis of the marketable securities in P’s 
hands? 

If separate are filed, the 
amount distributed is $40,000, and this 
is taxable income to P, since the cur- 


returns 


rent earnings of S are in excess of the 
amount distributed. P is entitled to the 
85% dividend deduction. The basis of 
the security distributed is $40,000 to P 
in accordance with Section 301(d)(2) of 
the 1954 Internal Revenue Code. 

If a consolidated return is filed, the 
intercompany dividend is eliminated 
from taxable income.® The basis of the 
securities distributed is $100,000 in ac- 
1.1502-38 of the 
consolidated return Regulations, which 


cordance with Section 
provides that, where intercompany trans- 
actions occur, the basis is not affected 
by reason of a transfer, whether by sale, 
gift, from a 
member of an affiliated group to an- 


dividend, or otherwise 

other member of such a group. 
1.1502-38 of the consolidated 
return Regulations is, therefore, in di- 
rect conflict with Section 301(d)(2) of 
the Code as to the basis of the property 


Section 


transferred, which in turn has a direct 
bearing on the holding period. Which 
prevails? The consolidated return Regu- 
should where it ex- 


lations prevail 


plicitly covers a situation. 


Example 2 


Assume the same facts as in Example 
1, except that S has no current earnings. 

The answer again leads to contradic- 
tions between the Code and the con- 
solidated return Regulations. Upon fil- 
ing separate returns, the amount dis- 
tributed” to ‘P -would-e $40,000. This 
1954 Internal Rev- 
enue Code is a return of capital and 


amount under the 


would be applied to reduce the basis! 
of S stock to $60,000 ($100,000, the 
original cost, less $40,000) and the basis 
of the marketable securities in the hands 
of P would be $40,000.11 

If a consolidated return is filed, the 
basis of the marketable securities would 
be $100,000, accordance with the 
consolidated return Regulations.!? 


in 
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The next question is, “What is the 
downward adjustment to be made to 
the stock of S in P’s hands to reflect this 
return of capital?” The consolidated re- 
turn Regulations have no specific pro- 
visions to cover amounts received as a 
return of capital. One turns to the 
Code, the consolidated return 
Regulations are silent. This is the 
operating rule applied in working with 
the consolidated return Regulations. 
Turning to the Code, we find that Sec- 
tion 301(c)(2) tells us that a distribu- 
tion that is not a dividend reduces the 
basis of stock. To arrive at the amount 
applied against the basis, one must re- 
turn to Section 301(b) of the Code, 
which covers the determination of the 
amounts distributed by a corporation to 
a corporate distributee. Since under this 
section only $40,000 is to be applied 
as a downward adjustment to the basis 
of S’s stock, we have an anomaly. The 
basis of the marketable securities in P’s 
hands is determined by reference to the 
consolidated return Regulations. It is 
$100,000. The adjustment to the stock 
of S is determined by reference to the 
Code. The reduction is only $40,000. 
The This 


gives the taxpayer an advantage that 


since 


two are not in agreement. 


does not appear to have been intended 
but was not corrected when the revised 


consolidated return Regulations were 
adopted. 
The mechanics of consolidation ac- 


counting, and indeed of simple logic, 
require that since an intercompany divi- 
dend has no effect on the financial status 
of the consolidated group as a whole, 
the entries for it must wash out. If the 
treated having a 
$100,000 asset because of the dividend, 
that 
is to say, the parent’s investment in the 


parent is as new 


another asset must be decreased; 
subsidiary must be reduced by $100,000. 
But in this anomolous tax accounting 
the result required by applying the 
Code in one case and the Regulations 
in the other gives us $100,000 for the 
asset received as the dividend in kind 
but reduces the parent’s investment in 
the subsidiary by only $40,000. 

It is anticipated that the Internal 
Revenue Service will attempt to force 
a reduction of the basis of S’s stock by 
the amount as the basis 


same dollar 


of the marketable securities in P’s hands. 


The taxpayer may have a forceful argu- 
ment in countering this challenge: He 
pays a 2% tax for the privilege of filing 
the consolidated return, and as there 
is nothing in the consolidated return 
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Regulations to support the contention 
of the Internal Revenue Service, the ad- 
vantage received is justified. 

The revision of the tax treatment of 
distributions in kind by the 1954 Internal 
Revenue Code created this result. The 
revised consolidated return Regulations, 
to meet the enactment of the 1954 In- 
ternal Revenue Code, did not cover this 
situation. Does the Commissioner have 
the authority at a subsequent date to 
disallow such an advantage without first 
amending the consolidated return Regu- 
lations? One must look to case history 
for an answer. 


Cases on consolidation 


In American Water Works Co. (243 
F.2d 550), one of the issues was whether 
the basis of stock held by the parent 
company in affiliated corporations should 
be reduced by the amounts of capital 
distributions made by the issuing sub- 
sidiaries to its parent in prior years. 
Under the 1939 Internal Revenue Code 
and consolidated return Regulations 
thereunder, the Regulations, then, as 
now, did not contain any provisions 
specifically directed at this issue. The 
taxpayer, therefore, claimed that no re- 
duction was required. It argued that 
one does not go to the Code for the 
answer. The court relied on the provi- 
sions of the Regulations that cover sales 
of stock, which in turn referred to ad- 
justments in accordance with the Code, 
and therefore held the downward ad- 
justment for return of capital is re- 
quired to issuing subsidiaries’ stock 
when sold to an outsider. 

In the example discussed above, the 
taxpayer would be willing to adjust 
downward according to the Code, which 
only calls for a $40,000 adjustment. The 
issue, however, is fundamentally whether 
the Code or the consolidated return 
Regulations govern as to (1) the basis 
of the marketable security distributed 
and (2) the amount of the downward 
adjustment of the investment in S's 
stock. 

The taxpayer would like to have the 
consolidated return Regulations govern 
as to the basis of the marketable secur- 
ity distributed, that is, to be the same 
as the transferor’s basis, or $100,000. He 
would also try to reason, presumably on 
the same principle as the court, that 
the Code governs as to the downward 
adjustments of the subsidiaries’ stock 
for return of capital. When the consoli- 
dated return Regulations are silent, the 
Code should govern, and there should 


be only a $40,000 adjustment to the § 
stock. The broad language of the court 
in stating that the Code is applicable 
when the Regulations are silent also 
‘rested upon equity concepts apparently 
sufficiently strong to overcome the in- 
consistency now in existence. 


The court stated: “It is clear that 
Congress intended no such ‘windfall’ 
when it enacted provisions permitting 
corporations to file consolidated returns. 
To the contrary, the intent of Congress 
was that the income of affiliated cor- 
porations should be computed in such 
a manner as clearly to reflect that in- 
come and to prevent the avoidance of 
tax liability.” 

In Charles Ilfeld Co. (292 U.S. 62) a 
parent company both availed itself of 
the subsidiaries’ operating losses and at- 
tempted to claim a loss upon its invest- 
ment. The Supreme Court held that a 
double deduction should be denied. It 
stated: 

“In the absence of a provision of the 
[1928 Revenue] Act definitely requir- 
ing it, a purpose so opposed to prece- 
dent and equality of treatment of tax- 
payers will not be attributable to law- 
makers.” 

Furthermore, the Court said: “There 
is nothing in the Act that purports to 
authorize double deduction of the losses 
or in the regulations to suggest that the 
commissioner construed any of its pro- 
visions to empower him to prescribe a 
regulation that would permit consuvli- 
dated returns to be made on the basis 
now claimed by petitioner.” 

Even though the Commissioner may 
have strong judicial support to hold 
for a consistent result, the unanswered 
question remains as to whether the In- 
ternal Revenue Code or the consolidated 
return Regulations govern the basis of 
property received and the downward ad- 
justment of the stock. Does one use 
$40,000 or $100,000 for the basis of the 
property received as well as the down- 
ward adjustment? There is no clear-cut 
answer, but a guess is that the Internal 
Revenue Service would favor the Regu- 
lations and the $100,000 to be used for 
the basis of the property distributed and 
the downward adjustment of the sub- 
sidiary’s stock. 


There are other aspects to this prob- 


lem. The consolidated Regulations pro- 
vide that, if dividend distributions are 


12 Consolidated return Regs. Sections 1.1502-38 (a) 
and 1.1502-38(b). 

18 Consolidated return Regs. Section 1.1502-36 (a) 
(2). 
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made from earnings or profits accumu- 
lated prior to the date upon which the 
distributing company became a member 
of the group and the subsequent sale of 
the stock of the distributing company 
resulted in a loss, the loss is not allowed 
to the extent that it is attributable to 
the distribution.18 

This section is intended to prevent a 
corporation with a large capital gain 
or potential capital gain from buying 
another corporation, S, which has a 
large earned surplus, distributing all of 
the earnings to itself as a dividend, fil- 
ing a consolidated return during the 
year of divided distribution, paying no 


tax on the intercompany dividend, and 
then selling the stock of S at a capital 
loss to offset the aforementioned capital 
gain. 

Here too, there is no specific regula- 
tion fixing the adjustment or the 
amount of the loss attributable to the 
distribution under this provision of the 
consolidated return Regulations. This 
adjustment should not in equity exceed 
the fair market value rather than the 
adjusted basis of the distribution in 
kind. If such distribution had not been 
made, presumably a buyer would pay 
only that much more for the distribut- 
ing company’s stock. ve 


Some uses of appreciated property 


bring realization of gain and tax 


- TWO RECENT CASES taxpayer plans to 
realize the benefit from appreciated 
property without tax on the apprecia- 
tion have been frustrated by the courts’ 
refusal to adopt a literal approach to 
the facts. In one, General 
Shoe Corp. (CA-6, 9/2/60), the appre- 
ciated property was transferred to an 


the law or 


employees’ trust, and a deduction for 
the full value contributed was claimed. 
That was allowed, but the appreciation 
was also taxed as realized. In the other, 
Development Corp. (TCM 
1960-177), a charitable deduction for the 


Magnolia 


gift of the net equity in appreciated 
mortgaged property was allowed, but 
here too the appreciation was treated as 
realized and so subject to tax. Analysis 
of these cases is interesting because it 
shows clearly why these situations are 
different from the ordinary gift of ap- 
preciated property to charity, which 
does not bring tax on the appreciation. 
In both these cases the taxpayer had 
economic benefit from the appreciation 

not merely the somewhat intangible 
satisfaction of making a larger gift to 
charity. 

In General Shoe Corp. the taxpayer 
contended that no income was realized 
because the amount realized under the 
1939 defined as the sum of 
money plus property received and, said 


Code is 


the taxpayer, it received neither money 
nor property. The district court upheld 
General Shoe’s contention, refusing to 
similar case decided for the 
Government by the Second Circuit (In- 
ternational Freighting Corp., 135 F.2d 
310). There the court had held that capi- 
tal gain was realized by an employer 


follow a 


on a transfer of appreciated stock to em- 
ployees as a bonus. 

Although the Second Circuit had 
recognized that neither property nor 
money was received by International 
Freighting, it pointed out that the tax- 
payer had received a quid pro quo and 
that, where money’s worth is received, 
an amount is realized. Tax has been im- 
posed on transfer by a husband of ap- 
preciated stock in exchange for his wife’s 
release of claims for support (Mesta, 123 
F.2d 986, CA-3, 1941). 

The Sixth Circuit, reversing the dis- 
trict court in General Shoe, quoted the 
statement from the Supreme Court's 
Horst (312 U.S. 552) that 


“where the taxpayer does not receive 


opinion 


payment of income in money or prop- 
may 
last step is taken by which he obtains 


erty, realization occur when the 
the fruition of the economic gain which 
has already accrued to him.” General 
Shoe, by contributing the appreciated 
property to the employees’ trust, realized 
the appreciation. 

In a sense, the fruition of economic 
gain is also obtained when a man gives 
appreciated property to charity. In the 
International Freighting Corp. case the 
Second Circuit had distinguished the 
making of a gift from the receipt of a 
quid pro quo, and the Commissioner 
has ruled that the use of appreciated 
property in payment of a charitable 
pledge does not have the normal con- 
sequence of using appreciated property 
to satisfy a debt (Rev. Rul. 55-410, 
1955-1 CB 297). It is stated in that rul- 
ing that “It would be inconsistent to 
treat such payment or transfer as a ‘con- 
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tribution or gift’ and at the same time 
asa satisfaction of a debt with the tax 
consequences which would ordinarily 
follow from the use of appreciated prop- 
erty or depreciated to pay a debt.” 
This ruling does not refer to a mem- 
orandum opinion, John T. Harrington 
Estate (2 TCM 450, 1943), in which a 
capital gain was held to have been 
realized by an estate that transferred 
appreciated property in payment of a 
charitable pledge. Harrington was an 
odd case. The decedent died in 1932, 
leaving stock that then had a fair mar- 
ket value and hence a basis to his estate 
of $100 per share. Among the dece- 
dent’s unpaid chairtable pledges for 
which deduction was allowed on the 
estate tax return was a pledge of $5,000 
to the Community Corporation of 
Youngstown, Ohio. The court found 
that the estate discharged that $5,000 
obligation by delivering to it in October 
1938 the 25 shares of the bank stock 
the decedent had owned at his death. 
The fair market value of that stock as 
determined by a sale nine days before 
the transfer to the charity was $110 per 
share. The pledge was in part forgiven. 
The stock transferred to the charity was 
worth only $2,750, yet the court held 
that in the transaction with the charity 
the estate realized a capital gain of 
$2,500 (pledge $5,000 less basis $2,500). 
It would seem that the amount real- 
ized by the transfer of the stock should 
its value of $2,750 
and that the maximum capital gain 


not be more than 
should have been $250, as the estate had 
$2,500 
the 
charity accepted stock worth $2,750 in 
satisfaction of a pledge of $5,000, the 
balance, $2,250, of the pledge was in 
effect This 
should not have given rise to income, 
as the forgiven indebtedness did not 
arise from funds borrowed by the estate 
from but rather 
voluntary pledge. See Ruben (97 F.2d 
926). In any event, Harrington is not 
being followed by the Service with re- 
spect to income realized from payment 


a basis of $100 per share or 


for the transferred stock. Because 


canceled. cancellation 


its creditor from a 


of charitable pledges. 


Borrowing before gift 

Although income is not realized by 
a gift of appreciated property to charity, 
taxpayers who attempt to realize the 
profit inherent in such appreciation by 
the property an 
amount in excess of their investment 
and immediately giving the property to 


borrowing against 
5 
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charity will not avoid the realization of 
income. In Magnolia Development 
Corp. (TCM 1960-177), the taxpayer 
pledged a $500 contribution to a univer- 
sity. It owned stock in a bank’ that cost 
it $10,444 and for which it was offered 
$42,500 Mr. O’Rourke. The tax- 
payer pledged the stock with the bank 
for a loan of $42,000, and on the same 
day gave the stock, subject to the loan, 
to the university, advising it of 
O’Rourke’s offer. On the same day the 
sold the stock to O’Rourke’s 
corporation, the loan was satisfied, and 


by a 


university 


the proceeds of $500, less the stock trans- 
fer taxes, were paid to the university. 
The taxpayer claimed a charitable de- 
duction of $516 on account of the gift 
to the university ($500 plus the trans- 
fer tax $16). The Commissioner reduced 
$484 ($500 less the 
transfer tax) but held that the taxpayer 


this deduction to 
had realized a long-term capital gain— 
the difference between the proceeds of 
its loan and its basis for the stock. 

Che Tax Court held that the loan was 
not real, that, in effect, the taxpayer had 


sold stock worth $42,500 for $42,000, 
thus realizing a capital gain to the 
extent of the difference between $42,- 


000 and its basis and making a chari- 
table contribution of the excess of the 
the 
sideration received, less the stock trans- 


value of the property over con- 
fer tax, which the university bore. 

The court held that the petitioner's 
method of disposing of its stock served 
no purpose other than an attempt at 
tax avoidance, that the loan lacked sub- 
stance, as there was no intention of re- 
paying and was merely a step taken to 
obtain the selling price of the stock. 
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The court’s rationale, that the loan 
be ignored, would not be applicable to 
a case in which the taxpayer for bona 
fide business reasons mortgaged appre- 
ciated property for an amount in excess 
of basis, not then contemplating any 
disposition of the property, and later 
gave the property to charity subject to 
the mortgage. In such a case, no gain 
would have been realized when the loan 
was made (Woodsam Associates, 198 F.2d 
357). Possibly the taxpayer would realize 
income measured by the difference be- 
tween the loan and the basis of the 
property when the property was given 
to charity. The transfer might be re- 
garded as a sale to the charity for the 
amount of the indebtedness. See Simon 
(32 TC 935). 


The rationale 


In there seems to be a 
consistent rationale that explains why 
the taxpayers in these two cases were 
taxed. In both cases the taxpayers real- 
ized an economic benefit from the ap- 
preciation, in one case in using it to 


any even t, 


pay a bonus for services that were pre- 
sumably worth the value of the property 
transferred therefor, and in the other, 
“borrowing” on the property an 
amount that was paid by another, in 
effect realizing the proceeds of a sale. 
Although in the case of a gift to charity 


by 


there may be a technical consideration 
in the pledges of others that makes the 
donor’s pledge binding, the benefit to 
the donor from discharging his debt 
stems from his desire to give something 
away. In the Service’s view, he has not 
realized the conventional benefit that 
justifies a tax. * 


Valuing inventory contributions at market 


for tax benefit opposed by Kefauver 


2 REGULATIONS on the 1954 Code 
provide that fair market value be 
used in computing the deduction for a 
of property. 
This was a little-noticed change from 
the prior position of the IRS that re- 


charitable contribution 


placement value must be used. During 
the course of the recent hearings on 
pricing in the drug industry, this pro- 
vision in the Regulations was cited by 
a small manufacturer as fostering mon- 
opoly 
operate on very wide markups to make 
a profit by giving away their products 


by permitting companies that 


to hospitals, foundations, and other tax- 


exempt institutions—something the small 
manufacturer operating on a slim mark- 
up could not do. 

The situation cited at the hearing was 
a tablet that cost 1.3¢ but was sold by 
one manufacturer to drug stores for 8.3¢. 
The manufacturer had 
been selling the drug at low cost to a 
foundation until the high-markup firm 
realized the tax profit available in giv- 
ing the tablets away. The low-markup 
manufacturer promptly lost the account. 
The tax profit in this operation is con- 
siderable. If drugs that cost $1,300 are 
given away and a corporation in the 


complaining 


52% bracket is permitted to deduct 
$8,300, it has a tax saving of $4,316, a 
profit of $3,016 on the transaction— 
probably far more than it could make, 


‘after selling expenses and the like, in 


normal sales. [In a recent case, Cooley 
(CA-2, 11/25/60, aff'g 33 TC 223), an 
auto dealer who had purchased cars 
under an arrangement that prevented 
him from making any use of them other 
than charitable contribution was not 
permitted to value the gift at the retail 
value of similar cars. The restriction on 
sale denied him the tax benefit avail- 
able to the drug companies.—Ed.| 
Senator Kefauver wrote the Treasury 
asking why the Regulations on the 1954 
Code took the position that fair market 
value, not cost or replacement value, is 
to be used. The General Counsel of the 
Treasury replied with a long discussion 
of the problems the Treasury has faced 
in trying to find an equitable rule. He 
noted that, beginning with 1917, fair 
market value of the property has been 
specified in the Regulations as govern- 
ing the deduction for a charitable con- 
tribution of property on the ground that 
the Treasury felt that Congress did not 
intend to tax the appreciation in value 
of the property. However, the General 
Counsel noted that no specific definition 
of fair market value was developed for 
the charitable contribution deduction. 
Since the concept appeared in several 
the Code, 
the customary definition was used for 


other contexts throughout 


the charitable contribution: the price 
at which the property would change 
hands between a willing buyer and a 
willing seller, neither being under any 
compulsion to buy or sell. 

In 1938, the General Counsel pointed 
out, Congress considered a provision in 
a House bill to limit the amount of the 
charitable deduction to the basis of the 
property in the hands of the donor or 
its fair market value at the time of con- 
tribution, whichever was the lower. In 
conference, this provision was deleted 
on the ground that charitable gifts gen- 
erally ought to be encouraged. 

In 1955, the Treasury did adopt an 
administrative definition of “fair market 
value” for purposes of the charitable 
contributions deduction. Rev. Rul. 55- 
138 required the ascertainment of the 
price the donor would ordinarily have 
to pay to buy the contributed property 
in the donor’s most favorable market. 

However, in the course of preparing 
the Regulations on the 1954 Code, the 
Treasury re-examined the problem in 
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the light of the discriminatory. results 
produced by the replacement cost rule. 
It noted that in the case of a gift of 
marketable stock the price the donor 
would have to pay to buy the stock in 
his most favorable market would be his 
appreciated value. But a donor of in- 
ventory property was not in the same 
position. Under the 1955 ruling a whole- 
saler was limited to the cost he paid for 
the donated most 
favorable market for purchase of inven- 
manufacturer or 
jobber supplying him. But as a rule a 
manufacturer was in the same position 
as a donor of marketable stock to char- 
ity, permitting the manufacturer to de- 
duct the unrealized profit on the do- 
nated goods, since under normal busi- 


items because his 


tory would be the 


ness conditions he could not buy his in- 
ventory from another manufacturer at 
cost but had to replace it through a 
wholesale or possibly a retail outlet. 
This apparent discrimination in de- 
termining the amount deductible for a 
charitable contribution of property in 
kind seemed undesirable. Moreover, it 
appeared that the “replacement cost” 
method did not always allow a sufficient 
amount to be deducted to cover the 
economic detriment suffered by a donor 
of such property. For example, when an 
artist expended $250 for materials to 





Debts not shown to be bad. A corpora- 
tion whose stockholders were avocado 
erowers Claimed an addition of $50,000 
to its reserve for bad debts to cover 
specific bad debts arising from advances 
to a supplier. The corporation had pur- 
sued the policy of making advances to 
some of its suppliers and in the past 
had experienced no loss with such loans. 
However, in the taxable year the man- 
iement became concerned about the 
collectibility of a certain supplier’s ac- 
count and increased its reserve by $50,- 
000. The court holds the increase in the 
reserve improper, since the manage- 
ment, although concerned with collect- 
ibility, did not conclude during the year 
that the account was worthless, nor did 
the evidence establish that the account 
was in fact worthless. Calavo, Inc.,, TCM 
1960-242. 

Losses sustained in dealing in trust 
notes deductible as business bad debts. 
\ stockholder and employee of a corpo- 


ration engaged in the business of buy- 


New accounting decisions this month 


create an art object worth $10,000 upon 
completion, it seemed unfair to measure 
the donor’s detriment by the actual cost 
incurred in creating the art object 
simply because the object was unique 
and could not be replaced. Yet in such 
a case the donor’s most favorable mar- 
ket in which to replace the valuable art 
object was his own, and the costs of re- 
placement would seem to be only those 
which the donor would incur in creat- 
ing the art object. This was an unduly 
harsh result, especially when compared 
to the treatment accorded a donor of 
stock. As the materials proceeded 
through the creative process, there was 
imparted to them a new value which 
far exceeded the value of the materials 
themselves. The “replacement cost” 
method gave no recognition to this 
added value. The same result followed 
in the case of a manufacturer who pro- 
duced a product which was also unique 
and had no replacement market. 
Senator Kefauver’s reply indicated 
that he felt further attention should be 
paid to the problem by the Treasury 
and by the tax-writing committees of 
Congress, and it is not unlikely that, in 
the course of the expected revision of 
the tax laws in this session of Congress, 
there will be considerable attention paid 
to the matter. os 


ing and selling trust notes also dealt 
in such notes personally. Foreclosure 
taxpayer 
held personally are treated by the court 


losses of incurred on notes 
as business losses rather than nonbusi- 
ness bad debts. Among the factors lead- 
ing the court to its conclusion was the 
scope of taxpayer's activities with regard 
to the notes, the continuity of such ac- 
tivities, the time and care devoted there- 
to in relation to his other activities, and 
their relative importance to him as in- 
Kasachkoff, 


come-producing ac tivities. 


TCM 1960-252. 


Corporation does not have interest in- 
come on non-interest bearing loan to its 
president. [Acquiescence] ‘Taxpayer cor- 
poration followed the practice of mak- 
ing non-interest-bearing loans to its 
officers and employees. Although the 
borrower signed a standard note form 
with provision for interest, no interest 
was in fact charged on taxpayer's books 
on these loans. Taxpayer in accordance 
with this practice made a loan to its 
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president. The Commissioner contended 
that taxpayer, in using a net loss carry- 
back, failed to report an amount repre- 
senting accrued interest on this loan. 
The court held for the taxpayer, since 
there was no intention to charge in- 
terest and in fact no interest was charged 
or collected from the president on this 
loan. Brandtjen-Kluge Inc., 34 TC No. 
42, acq., IRB 160-45. 


Inherited settlement proceeds is income 
in respect of a decedent. Taxpayers in- 
herited the right to receive proceeds 
from the settlement of an antitrust ac- 
tion; they claimed that only the amounts 
received over their “basis” should be in- 
come. The court holds that all amounts 
received are income in respect of a de- 
cedent under Section 691(a) and that, 
therefore, the income has the same char- 
acter in the hands of the recipient as it 
would have in the hands of the de- 
cedent; since it would have been ordi- 
nary income to the decedent, it is ordi- 
nary income to taxpayers. Carter Estate, 
$5 TC No. 42. 


Embezzlement loss denied to corpora- 
tion. Taxpayer is a corporation engaged 
in the real While its 
principal was serving a 
prison term for tax evasion, the business 
was entrusted to two corporate officers, 
who 


estate business. 
stockholder 


drew several checks payable to 
Taxpayer argues that the 
taken without authorization 
and claims an embezzlement loss. Noting 


themselves. 
funds were 


that the evidence created a mere sus- 
picion of defalcation that was not suffi- 
cient to establish embezzlement, the Tax 
Court The fact 
that one of the officers was indicted for 


denies the deduction. 


the alleged embezzlement is inconclu- 
sive, since there was no evidence of a 
conviction. Arcade Realty Co., Inc., 35 
TC No. 33. 


Thrift certificates are includable in bor- 
rowed capital. [Non-acquiescence] The 
Tax Court ruled that term and install- 
ment thrift certificates issued by an in- 
dustrial loan company to raise its work- 
ing capital constitutes borrowed capital 
for purposes of computing its Korean 
War EPT. Morris Plan Co. of Calif., 
33 TC 720, non-acq., IRB 1960-48. 


EPT relief denied drug manufacturer. 
The Tax Court denies Section 722 EPT 
relief to taxpayer, a drug manufacturer. 
Taxpayer did not establish a fair and 
just amount representing normal earn- 
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ings to be used as a constructive average insurance companies had received was _ that a taxpayer shall file returns in ac- in h 
base period net income in excess of that taxpayer’s services, the payment was cordance with the method of accounting that 
allowed by the Commissioner. The court really compensation for services (ordi- regularly employed in keeping tax- enti 
refuses to rule on other issues presented nary income). Regenstein, 35 TC No. payer's books. Accordingly, argued the and 
by the taxpayer on the ground that the 23. Commissioner, taxpayer must continue elect 
only question over which it had juris- to file returns on the accrual basis. The 

diction was Section 722 relief. Ciba Antitrust settlement proceeds are ordin- Tax Court disagrees and holds that tax- 
Pharmaceutical Products, Inc., 35 TC ary income. A woman, the owner of two payer may file on the cash basis. Tax- 

No. 43. theatres, brought an anti-trust action payer met the conditions set forth by | pris 


EPT relief denied. A coal company, in tion picture corporations; she had pre- change and, by making certain adjust- Wis 


for treble damages against various mo- the Cormmissioner in his approval of the by 
computing Section 735 relief during the viously assigned her interest in the claim _ing and closing entries, taxpayer’s books | paic 
' 


base period, should not include the to herself as trustee of a trust. She died, and records correctly reflected cash-basis | of d 
period when the mine was closed by and her successor trustee settled the suit. income. Seven dissenting judges argue } of jj 
strike as a period “of operation.” The The Commissioner contended that the — that Section 41 requires taxpayer to file Wis 
Tax Court is affirmed. Blue Diamond settlement proceeds are ordinary in- returns in accordance with the method | the 
Coal Co., CA-6, 11/7/60. come. The court agrees, holding that used in its books, the accrual method, sho. 
the Commissioner’s determination that and that this requirement cannot be Tax 
CAPITAL GAINS the amounts received are substitutes for waived by the Commissioner. St. Luke’s paic 
lost profits and punitive damages and Hospital, Inc., 35 TC No. 31. exp 
Capital gains on sales of spot commodi- are, therefore, taxable as ordinary in- of t 
ties and futures. [Acquiescence| Tax- come is prima facie correct and that Income on sale of bonds “flat” deter- 195¢ 
payer, an association taxable as a corpo- taxpayer did not meet the burden of mined. When bonds are _ purchased | cory 
ration, engaged in the sole business ac- proving him in error. The court rejects “flat,” that is, without a breakdown of shat 
tivity of buying and selling commodity the taxpayer’s argument that the sums the purchase price between principal not 
futures and spot commodities. The Com- received represent damages for the de- and interest, recoveries of interest ac- ' the 
missioner determined that gains and __ struction of a business and constituted crued prior to purchase are a return of lang 
losses were ordinary. The Tax Court the involuntary conversion of a capital capital. When cost is recovered, any eno 
held that they were capital. The status asset, since the right to use is not a _ additional receipts are capital gain. But shai 
of commodity futures and spot com- capital asset; there is no proof of the when the bonds are sold flat, the por- of 
modities as capital assets is not altered conversion of a capital asset. Carter tion of the sales price allocable to in- the 
by the fact that commodity trading was Estate, 35 TC No. 42. terest accruing after purchase is ordin- shor 
taxpayer’s sole and full-time business. ary income. The court applies these | did 
Corn Products Refining Co. (350 U.S. Capital gain on sale of farm lots. A rules to taxpayer’s purchase and sale of B this 
16), in which the Supreme Court held jury found for the taxpayer in a case Missouri Pacific bonds. First Kentucky } tive 
that commodity futures trading resulted involving a subdivision of farm land. Co., DC Ky., 8/11/60. but 
in ordinary income, is inapplicable here, Taxpayer had a 110-acre tract and set | tior 
said the court. It dealt with hedging aside 65 acres for sale as individual Seller of disputed stock did not construc- yoy 
transactions, of which there were none lots. The jury found that he was liqui- tively receive sales price withheld by ( abs 
here. Smith, 33 TC 465, acq., IRB 1960- dating a capital asset and was not en- buyer. [Acquiescence| ‘Taxpayer agreed to | 
18 gaged in the real estate business. Jarrett, to sell her stock in a certain corpora- it ; 
DC Ala., 9/22/60. tion, but prior to the sale, several law- : to 
Sale of idea was really salary; income suits were begun by third parties ques- } diy 
is ordinary. Taxpayer was an insurance ACCOUNTING METHODS tioning taxpayer's title to the stock. | ope 
gent and consultant. With the knowl- When the prospective buyer learned of | nar 
edge and cooperation of Metropolitan Tax Court allows taxpayer with accrual- these suits, it refused to purchase the Fed 
Life and other insurance companies, he basis books to file cash-basis returns. stock unless it could withhold payment a | 
assisted in working out an insurance Prior to 1953, taxpayer, owner and _ until final disposition of the suits. Tax- Co 


plan that resulted in those companies operator of a hospital, had kept its payer agreed to these terms and trans- 
underwriting group life insuarnce for books and filed its returns on an accrual ferred the stock. The Tax Court de- Int 


Federal employees. Taxpayer received _ basis. Taxpayer's business was such that cided that taxpayer, on a cash basis, did } rou 
$10,000 in return for executing a docu- it had many bad debts, and as its busi- not constructively receive the sales pro- cor 
ment wherein he transferred to the in- ness increased, it became more difficult ceeds in the year of sale, since she did } pu: 
surance companies all of his right, title, to determine what accounts receivable not have an unqualified right to de- loa 
and interest in the plan and released were uncollectible. For this and other mand payment. Carpenter, 34 TC No. cor 
all claims against these companies aris- reasons, taxpayer requested and ob- 41, acq., IRB 1960-48. wa: 
ing from the successful formulation and tained permission to change to the cash sio’ 
presentation of the plan. Taxpayer basis. Taxpayer and the Commissioner Stock exchange specialist can use Lifo. to 
argued that he sold a capital asset and agreed on the terms and conditions of A stock exchange specialist is a member ter 
should be allowed capital gain treat- the change. Although taxpayer filed re- of the exchange who deals in particular bu: 
ment. The Tax Court disagrees and turns on the cash basis for subsequent securities only, buying and selling from we 
rules that taxpayer has ordinary in- years, it continued to keep its books on other members and having the responsi- Th 
come. Since the only thing of value the an accrual basis. The Code provides bility of maintaining an orderly market Ur 
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in his particular issues. The IRS rules 
that the specialist is a dealer and is 
entitled to inventory unsold securities 
and may use the Liro method if he so 
elects. Rev. Rul. 60-321. 


DEDUCTIBILITY 


Wisconsin privilege dividend tax paid 
by corporation is deductible by it. 
Wisconsin imposes a tax on dividends 
paid by corporations for the privilege 
of declaring and receiving dividends out 
of income from property and business in 
Wisconsin. The statute provides that 
the corporation is liable for the tax and 
it from the dividends. 
[axpayer did not reduce its dividends 
paid by the tax; it claimed it as an 
expense deductible under Section 23(d) 
of the 1939 Code (Section 164(e) of the 
1954 Code), allowing a deduction if a 
corporation pays a tax imposed on a 
does 
not reimburse the corporation. Although 
that the 
23(d) is broad 
enough to include a tax imposed on a 


should deduct 


shareholder and the shareholder 


the Government conceded 


language of Section 
shareholder on account of the privilege 
of receiving dividends, it argued that 
the legislative history of the subsection 
showed that Congress, when enacting it, 
did not have in mind a situation such as 
this. The court finds recourse to legisla- 
tive history unnecessary in this case, 
buttressing its allowance of the deduc- 
tion by pointing out that it was eco- 
the taxpayer to 
absorb the cost of this tax rather than 


nomically wise for 
to pay several times that much to record 
it accurately for each shareholder and 
to subtract it from the shareholder’s 
The such an 


operation would have been an “ordi- 


dividends. expense of 
nary and necessary” expense, and the 
Federal Government would have borne 
a large share of it. General Motors 
Corp., Ct. Cls., 11/2/60. 

Interest is deductible, although bor- 
rowing was for another. Taxpayer, a 
corporation engaged in the real estate 
business, obtained several mortgage 
loans from a related mortgage and loan 
corporation. Part of the loan proceeds 
was lent to a stockholder. The Commis- 
sioner disallowed an interest deduction 
to taxpayer on the grounds that the in- 
terest payments could not qualify as 
business expenses, since the proceeds 
were used personally by the shareholder. 
The Tax Court allows the deduction. 
Under the Code, all interest paid on 


genuine indebtedness is deductible, ir- 
respective of whether they qualify as 
ordinary and _ necessary €x- 
penses. Here, the loans were made to 
taxpayer, in its corporate capacity, using 
corporate assets as security for the bor- 
rowed funds. Accordingly, these were 
legitimate, enforceable loans, and the 
fact that the proceeds were loaned to a 
shareholder is immaterial. Arcade Realty 
Co., Inc., 35 TC No. 33. 


business 


Wheat shrinkage loss not allowed. A 
partnership storing and dealing in wheat 
is held not entitled to (1) reduce its 
income for losses from wheat shrinkage 
not reflected in the partnership account- 
ing or (2) reduce its income for 1954 by 
eliminating from sales the proceeds from 
the sale of 15,000 bushels of May wheat 
futures in February of 1954. Purchases 
are also found to have been overstated 
by over $23,000. Casey, TCM 1960-227. 


Can deduct legal fees to contest Swiss 
tax on inheritance. [Non-acquiescence] 
Taxpayer’s father died in 
leaving a life estate in his property to 


Germany, 


taxpayer’s mother, remainder to tax- 
payer. Under German law, the mother 
held the property in her name during 
her life. As a result, upon the mother’s 
death in Switzerland, the property was 
included by Swiss taxing authorities in 
her estate and taxed. Taxpayer incurred 
legal fees in an effort to have his re- 
mainder interest treated as a direct in- 
the father. The Tax 
Court ruled that the legal fees were 


heritance from 
ordinary and necessary expenses paid for 
the conservation of taxpayer’s income- 
producing property. Since the mother’s 
property would have been insufficient 
to pay the additional estate taxes, they 
would have had to be collected out of 
taxpayer's share. The Commissioner does 
not acquiesce on this issue. The court 
also allowed a deduction for legal fees 
paid to defend an attempted attachment 
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of the property by the divorced wife of 
taxpayer’s deceased brother. The Com- 
missioner acquiesces on this issue. Zietz, 
34 TC 369, acq., and non-acq., 1960-45. 


Lobbying expenses disallowed. Taxpayer 
published a newspaper. A tax bill was 
pending in the state legislature that he 
feared would adversely affect the busi- 
ness in his area. He, therefore, expended 
a considerable sum in lobbying against 
the bill. The Tax Court disallowed the 
deduction, and this court affirms. The 
benefit to him was too remote, and in 
any event the court approves the Treas- 
ury regulation disallowing lobbying ex- 
penses. Washburn, CA-8, 11/15/60. 


Can’t deduct property assessments to 
build public parking. A city created 
parking districts in its downtown busi- 
ness area and assessed property in it to 
raise funds to build public parking fa- 
The IRS rules that this is a 
benefit tending to increase the value of 
the property and is not deductibile ex- 
cept to the extent that the assessments 
may be applicable to interest or current 
maintenance. Rev. Rul. 60-327. 


cilities. 


Legal expenses of lessee allowed. Tax- 
payer spent $100,000 on litigation in- 
The 


tended that taxpayer had violated the 


volving a_ leasehold. lessor con- 
operating provisions of the lease, com- 
mitting waste; lessor also sued for for- 
feiture of the lease. The district court 
held that failed to 
burden of showng that its method of 


taxpayer meet its 
doing business rather than its right to 
continued occupancy was the basic pur- 
pose of the suit and disallowed the de- 
duction. This court reverses. The settle- 
ment of the lawsuit included an exten- 
sion of the lease, but it does not follow 
that the principal purpose of the suit 
was to protect the lease. The evidence 
shows it was not. Industrial Aggregate 
Co., CA-8, 11/29/60. 
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Date shown by private meter is not 


proof of timely filing of tax return 


gsc CAN BE MADE to stand still, and 
postmarks do lie. On metered mail, 
this just might be intentional. When a 
sales offer must be accepted or papers 
submitted by a certain date, this gen- 
erally means postmarked by then. If, 
however, the temptation to set back 
the meter is than 


more the 


tardy mailer can resist, one of the 30 


postage 


billion letters stamped by one of the 
295,000 meters now in use is improperly 
dated. Any letters the Post Office catches 
are redated, and their sender is warned, 
but those that get through can make 
legal mischief. 

No court has yet discussed this prob- 
lem, says California attorney James 
Robert Nielson in his droll piece “Post- 
Dated How to Mail a 
Lette the September 


1960 issue of the American Bar Associa- 


Postmarks, or, 


Yesterday” in 
but he has discussed it 
Office. It 


ports, that “people would stop trying to 


tion Journal, 


with the Post wishes, he re- 


fix legal rights by reference to anything 


as flexible as a postmark. The Post 
Office also wishes that secretaries would 
pause long enough to advise themselves 
ol 


mail. 


the date 
The 
I fauthor 


before metering a mess of 
Office that 


Nielsen] would advise them 


Post also wishes 
before conducting any further experi- 


ments or, as a preferable alternative, 
it wishes I would quit rocking the boat.” 
Mr. Nielsen, 


primarily with the rights of a client who 


of course, is concerned 
made an offer and received an obviously 
post-dated acceptance after the market 
price had risen. He shows only passing 
concern for the timely filing of tax re- 
turns, perhaps because the IRS covers 
the subject so thoroughly. 

Code 7502 


Section 301.7502 set forth detailed rules 


Section and Regulations 
for the timely filing of petitions to the 
Tax Court and of documents other than 


returns. In essence, a properly stamped 


and mailed letter is deemed delivered on 
the U. 


is registered, 


the date of 
the 


S. postmark or on 


date it the. sender 


taking the risk of error or illegibility in 
the mark. To avoid this risk, he may use 
certified mail and rely on the _post- 
marked date of his receipt as the filing 
date. 

If a postage meter is used, the im- 
printed date must be within the time 
prescribed for filing, and the document 
must be received by the time it would 
have been if postmarked by the Post 
Office on the last possible day. The 
sender takes the risk of delay in trans- 
mission but may overcome it by proof 
that it was not his fault. 

In the filing of income tax returns 
or information, these procedural prob- 
lems are avoided to a great extent by 
the Code section requiring them to 
reach the District Director by the due 
date. For example, in the absence of a 
specified announcement to the effect 
that an individual return postmarked 
before midnight of April 15 will be con- 
sidered timely, it would have to be con- 
sidered late under Section 6072 of the 
Code if received after that date. 

In court proceedings where the Fed- 
eral rules of civil procedure apply, serv- 
ice of a notice or other paper by mail 
is considered completed upon mailing 
and adds three days to the time in 
which to take further action. 

The one general rule that always ap- 
plies but doesn’t appear in any regula- 
tion is, “Check your timing carefully 
when you rely on mailing!” . 


Commissioner again attacks 
“quota system” for Agents 


Despite efforts by the IRS to prove to 
practitioners that Revenue Agents do 
not work on a “quota system,” practi- 
tioners have for years been obdurate in 
their belief that Agents were somehow 
rated the amount 
assessed. Now the has 
taken a vigorous further step to remove 
any relationship between the Agent’s 


on of deficiencies 


Commissioner 


status and the amount of tax_he assesses. 


Apparently, the system of considering 
an Agent’s qualities only when his pro- 
duction was low gave the impression 
that volume controlled ratings. The new 
system for judging an Agent’s perform- 
contained in Announcement 60- 


ance, 
88, eliminates numerical ranges and 
stresses abilities. Statistics, such as num- 
ber of cases completed, amount of addi- 
tional tax assessed, and cases not ac- 
cepted upon review are to be considered 
“solely as symptoms.” 

The three elements on which 
enue Agents will be rated in the future 
are: “(a) Ability in pre-examination 
planning and recognition and develop- 
ment of complex tax issues; (b) Ability 
to report facts and conclusions, includ- 
ing explanations of adjustments to tax- 
payers; and (c) Non-technical elements, 
such as courtesy and initiative.” 

IRS will insist that supervisors apply 
the new rating system and it hopes that 
taxpayers will come to recognize that 
agents have no incentive for assessing 
large deficiencies. w 


New decisions ° 





Fifth Amendment is no excuse for re- 
fusing to appear when subpoenaed. 
Taxpayer brought suit to quash the 
Government’s subpoena on the theory 
that his Constitutional privilege against 
testifying against himself would be 
violated if he was required to respond 
to the subpoena. This court holds that 
the privilege of the Fifth Amendment 
must be exercised in connection with 
precise questions and not as a general 
excuse for refusing to appear in re- 
sponse to subpoena. Landy, CA-5, 11/2 


60. 


Deficiency because of disallowance of 
loss carryover doesn’t need a 90-day 
letter. Taxpayers filed their 1948 Federal 
return, which showed 
$3,114.50. filed 
amended return for 1949, showing a net 
operating loss of $31,071.41. In 1950, 
an Internal Revenue Agent audited the 


income tax 


4 tax © Of They an 


1948 return and proposed a deficiency 
of $9,097.44, which deficiency was abated 
in the sum of $7,488.32 by reason of the 
claimed 1949 net operating loss. Subse- 
quently, in 1952, the taxpayers’ 1948 
return was reaudited and their 1949 re- 
turn was audited, with the result that 
all of the net operating loss claimed for 
the year 1949 was eliminated and dis- 
allowed. Thereupon, a deficiency in 
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tax for 1948 in the amount of $7,488.32, 
being the amount previously abated in 
1950, was assessed against the taxpayers. 
\ffirming the district court, this court 
that the later 
“assessment” of the 1948 taxes upon dis- 
allowance of the carryback was not an 


holds Commissioner’s 


actual assessment of the tax, which re- 
The case was re- 
however, for further hearing 
in order to give the taxpayers an oppor- 
tunity to show whether they had actually 
overpaid their tax. 


quires a 90-day letter. 
manded, 


They had disputed 
the merits of the assessment but had 
not put the merits in issue in the re- 


fund suit. Blansett, CA-8, 11/3/60. 


Can’t change from separate to joint 
returns after notice of deficiency and 
Tax Court petition. Taxpayer and her 
1957. Al- 
though taxpayer received taxable ali- 
mony of $3,900 in that year 
file a The husband filed 

separate Subsequently, a Rev- 
informed 


husband were séparated in 


, she did not 
tax return. 
return. 
Agent 
proposed deficiency against her based 
He ad- 
‘amended” 
the ali- 
not be taxable. 


enue taxpayer of a 


on her omission of the alimony. 


vised her that, if she filed an 


joint return with her husband, 
mony payments would 
Che husband reluctantly agreed, and 
The 

return 


joint return was filed. Tax Court 
that the 


timely filed, since taxpayer had already 


rules joint was not 
received a notice of deficiency and had 
filed a petition for redetermination in 
the Tax Court. Accordingly, taxpayer is 
required to pay a tax on the $3,900. 


Kirby, 35 TC No. 39. 


Failure to file timely corporate returns 


not excused by court possession of 
records. ‘Yaxpayer is a corporation en- 
gaged in the real estate business. Short- 


ly after 1952, taxpayer's business affairs, 


including its books and records, were 
taken over by a court-appointed re- 
ceiver, and the records remained in the 


possession of the court until 1953, when 
the receivership was terminated. Since 
taxpayer's corporate income tax returns 
for 195] 1952 were filed after the 
respective due dates, the Tax Court up- 


and 


holds the additions to tax imposed by 
late filing. The 
fact that the receivers would not release 


the Commissioner for 


taxpayer’s books is not reasonable cause 
for late filing; taxpayer's officers could 
have gained access to the books without 
from the 


fact 


removing them court’s pre- 
Nor that the re- 


ceiver should have filed the returns con- 


mises. does the 


stitute reasonable cause for late filing. 
Arcade Realty Co., Inc., 35 TC No. 33. 


Fraud finding preserved on remand. In 
a previous review of a Tax Court de- 
termination of fraud, this 
manded the case for a clearer finding of 
opening net worth. While the remand 
was pending, the case was settled, the 
taxpayer and the Government stipulat- 
The court 
holds that the issue of fraud had 
been settled by the decision, the remand 
affecting the computations only. The 
stipulation, therefore, did not affect the 


court re- 


ing the amount of deficiency. 
now 


issue of fraud. On that issue there was a 
final judgement, and there is no statute 
of limitations against the 
Gunn, CA-8, 10/20/60. 


assessment. 


Injunction 
denied. 
suit to enjoin the District Director from 


to prevent 
The taxpayer and wife brought 


sale of auto 


selling an automobile levied upon to 


satisfy her husband’s tax liability. The 
husband was advised on May 5, 1958, 


of a proposed assessment against him. 
On May 12 he transferred the automo- 
bile to his wife and registered the auto- 
mobile in her name. On June 10, 1958, 
the assessments were made against the 
husband. The wife did not prove good 
faith in regard to the voluntary convey- 
ance to her by her husband. This court 
injunction. Under Georgia 
relating to rights of creditors to 
set aside conveyances by a debtor not 
to de- 
must be shown. 


denies the 
law 
made in good faith, “intention 
lay or defraud creditors” 
In the case of transactions between hus- 
band and wife, however, the burden of 
proof is upon the wife to show that the 
was in good faith. Spiegel, 
8/19/60. 


transaction 
DC Ga., 


Jury need not be instructed as to in- 
come tax consequences in personal in- 
jury The Second Circuit, 

banc, 


case. sitting 
holds that it was not error for 
the trial judge to refuse to instruct the 
that a 


not 


jury recovery for personal in- 


taxable. There 
that the jury 
sumed taxability, to the prejudice of the 


juries was was no 


showing would: have as- 


defendant. Further, the court should 
not instruct the jury as to the amount of 
plaintiff's anticipated income taxes as a 
measure of his anticipated future earn- 
ings. Since the number of dependents 
and other factors cannot be known, this 
computation would be too speculative. 
Two 


New 


judges dissented. McWeeney vy. 
Haven R.R., CA-2, 7/29/60. 
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Advantages of cross-purchase plan over 


redemption in certain situations 


by ADDIS E. HULL III 


The cross-purchase plan for transferring shares on déath has definite advantages 


and disadvantages; the question usually is when and how to use this plan rather 


than a straight stock-redemption plan. Comparative advantages of each are analyzed 


in this article 


. In the December issue of this magazine Mr. Hull explored means 


to avoid dividend treatment in stock-purchase plans. 


7 DANGER Of dividend treatment as a 
result of the entity form of stock-re- 
demption plan is serious in a given case, 
serious thought should be given to use 
of a cross-purchase plan. This will elim- 
inate any danger of the transaction re- 
sulting in dividend treatment of money 
owing to either shareholder. 

The Zipp! and Holsey? cases give us 
revealing and helpful language in ap- 
proaching the matter. The Sixth Circuit 
lined up with the Tax Court in Zipp, 
but the Third Circuit reversed Holsey. 
The Tax Court held that under 
particular 


the 
facts therein presented the 
redemption by the corporation of shares 
stock 
effect, 


of of certain shareholders was, 


in the distribution of earnings 
and profits of the corporation by way 
of the shareholders 
shares were redeemed but to the 


The 


dividends not to 


whose 


remaining shareholders. court in 


each case reasoned that as a result of 
the redemption the remaining share- 
holders became the sole shareholders of 
the company and had used company 
funds to effect this result. It was as if 
the remaining shareholders had de- 


clared a dividend to themselves of corpo- 
rate earnings and profits and had then 
used it to purchase the shares of the 
selling shareholders. 


Ruling based on Holsey 

On appeal of the Holsey case? the 
Third Circuit overruled the Tax Court 
on the theory that the consideration for 
the shares passed from the corporation 
to the selling shareholder and that the 
remaining shareholders received no re- 


alizable benefit by the redemption. 
Benefits, if any, that accrued to the re- 
maining shareholders by the redemption 
would be realized upon their subse- 
quent sale of their shares of stock in the 
corporation. Shortly after the Holsey re- 
versal, the Service issued a ruling* mak- 
ing it clear that it would not seek to tax 
as dividends to the remaining share- 
holders corporate funds used to redeem 
stock of a shareholder except in those 
instances where the distribution by the 
corporation of funds in redemption of 
the selling shareholder’s shares was in 
discharge of a pre-existing legal obli- 
gation of the remaining shareholders. 
This ruling now puts to rest doubts that 
existed in the minds of estate planners 
as to whether the doctrine of the Zipp 
and Holsey cases could be extended to 
redemptions of stock resulting from the 
provisions of the entity form of survivor 
stock-purchase agreement. The entity 
form of the agreement appears safe from 
danger of attack in this area. 


Premiums on insurance 


If the 
closes a proper corporate purpose, 


entity form of agreement dis- 
the 
premiums paid by the corporation for 
the purchase of life insurance on the 
lives of shareholders party to the agree- 
ment, though not deductible from its 
gross income for income tax purposes, 
will not constitute the distribution of a 
taxable dividend to the shareholders. 
In Casale, the 
lower courts held that premiums paid 
by the corporation on life insurance 
policies were taxable dividends where 


Sanders, and Prunier5 


the corporation did not appear to be 
the owner or beneficiary. These deci- 
sions caused doubt to be expressed in 
some circles as to whether premiums 
paid by a corporation on policies of 
which it was owner and beneficiary 
would not be considered as distributions 
of taxable dividends to the shareholders. 
These doubts have now been resolved 
with reversals of these lower court de- 
cisions by the court of appeals.® It ap- 
pears clear that the entity form of agree- 
ment described in this article is for a 
proper business purpose, preventing 
disharmony among shareholders and 
consequent interruption of corporate 
business upon the death of one or more 
of the shareholders. This being the 
case, premiums paid on life insurance, 
of which the corporation is owner and 
beneficiary, for the purpose of funding 
its purchase undertakings are for a 
proper business purpose; they are not 
done for the purpose of serving private 
shareholder objectives; therefore, the 
premiums paid by the corporation are 
not essentially equivalent to taxable 
dividends to the shareholders. 
Similarly, corporate funds represented 
by the cash surrender value of life in- 
surance policies on the lives of its share- 
holders, purchased for the purpose of 
funding its purchase obligation under 
the entity form of agreement, ought to 
be treated as invested for a proper busi- 
ness purpose for accumulated earnings 
Where accumulations of 
funds either in a sinking fund account 
or in the surrender value of life insur- 
ance are made for the express purpose 
of effecting redemption of a particular 
shareholder’s shares at a future date and 
immediately 


tax purposes. 


follow a cessation of a 
long-established policy of paying divi- 
difficulty encountered; 
the Internal Revenue Service upon good 
contend that the funds 
in the insurance or placed in 
the sinking fund are not accumulated 
for a proper business purpose and might 


dends, may be 


authority? may 
invested 


assess accumulated earnings tax. 


State law on stock redemption 


Most statutes 
prohibit the redemption of a share- 


business corporation 


128 TC 314; 259 F.2d 119 (CA-6). 
228 TC 962. 

8 258 F.2d 865 (CA-3). 

4 Rev. Rul. 59-286, IRB 1959-36. 


5 Casale, 26 TC 1020; Sanders, 149 F.Supp. 942; 


Prunier, 28 TC 19. 

® Casale, 247 F.2d 440; Sanders, 
Prunier, 248 F.2d 818. 

7 Pelton Steel Casting Co., 251 F.2d 278. 


235 F.2d 855; 
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holder’s shares except from surplus. If 
the entity form of agreement were ex- 
ecuted and a shareholder died when 
the corporation had no surplus, redemp- 
tion would be prohibited by such acts. 
In this case the purposes of the entity 
form of agreement would be entirely 
frustrated. It seems reasonably clear that 
proceeds of life insurance on a deceased 
shareholder’s life of which the corpora- 
tion was owner and beneficiary and 
which it used to effect purchase of the 
deceased shareholder’s shares would 
represent surplus within the meaning 
of most business corporation statutes, 
unless a deficit in surplus existing at the 
time of the deceased shareholder’s death 
wiped out the surplus generated by the 
life insurance. If under the local law 
there is any doubt of the ability of the 
corporation to redeem a deceased share- 
holder’s shares, the cross-purchase form 
of agreement ought to be employed. In 
order to avoid unenforceability of the 
entity form of agreement because of the 
lack of surplus, insurance should be 
purchased by the corporation on the 
shareholders’ lives whenever possible. 
Then the corporation will be reasonably 
assured under the local law of having 
the ability to redeem the stock upon the 
death of a shareholder. 


Economic burden of premiums 
Suppose a corporation’s stock is worth 
$200,000, and 70% ($140,000) is owned 
by shareholder A, and the balance is 
owned by shareholder B. An entity form 
of agreement is executed by the corpo- 
ration and A and B whereby the corpo- 
ration will purchase A’s or B’s shares on 
the death of the first to die and will 
fund the agreement with life insurance 
on the lives of the two shareholders. Be- 
of the stock of the 
company, 70% of the premiums used 
to purchase life insurance on A’s life 
will, in effect, be A’s burden. Yet if A 
is the first to die, B receives the benefit 


cause A owns 70% 


) 


of the insurance because the corporation 
used the insurance on A’s life to pur- 
chase A’s stock and thereby leaves B’s 
shares representing the sole ownership 
in the corporation. In this situation B 
(assuming life expectancies of the two 
shareholders are about the same) re- 
ceives the principal benefit from the 
policies carried on A’s life but he as- 
sumes the burden of only 30% of the 
amount of the premiums. Conversely, 
A, who receives but a small benefit from 
the life insurance carried by the com- 


pany on B’s life, bears the burden of 


70% of cost of carrying such insurance. 

In this situation, the parties can con- 
sider the use of the cross-purchase form 
of agreement in which B will bear the 
burden of large premiums for insurance 
that must be carried on A’s life. 


Financing a cross-purchase agreement 


In order to pay, from personal funds, 
the premiums on the life insurance 
policies the cross-purchase agreement re- 
quires, shareholders may need to take 
increased salaries from the corporation. 
Depending on the respective tax brac- 
kets of the corporation and its stock- 
holders, salary increases might raise the 
shareholder’s tax more than the corpo- 
ration tax is reduced. If the shareholders 
have been tax-conscious, their salaries 
are probably at the optimum amount. 
Or the corporation may be paying sal- 
aries so large than any additional salaries 
paid to them would represent unreason- 
able compensation for income tax pur- 
poses. This would mean the corporation 
would gain no tax deduction for the in- 
crease the share- 
holders would nevertheless be obligated 
the increase in their income 
tax returns as income. 


in the salaries, but 


to return 


Another serious tax problem in cross- 
purchase agreements arises when a por- 
tion or all of the purchase price of a 
selling or deceased shareholder’s shares 
is to come from funds other than pro- 
ceeds of life insurance. Where the pur- 
chase is of a living shareholder’s stock, 
there will, of course, be no life insur- 
ance proceeds to apply on the purchase 
price of his shares. In the after-death 
situation, life insurance payable on the 
deceased shareholder’s life may not be 
in an amount sufficient to pay in full 
the purchase price for the deceased 
shareholder’s shares. In these two situa- 
tions the purchasing shareholders have 
the problem of raising funds from per- 
son#l sources to buy the selling or de- 
Oftentimes 
the only source of such funds is from 


ceased shareholder’s shares. 
the corporation via salary or dividends 
on shares. Raising funds in this manner 
creates the same income tax problems 
as discussed above with respect to the 
source of the life insurance premiums. 


Old policies used 


Another income tax problem that may 
arise in the operation of the cross-pur- 
chase form of agreement is where the 
shareholders, overlooking the provisions 
of Section 101, purchase the necessary 
life insurance policies from the insureds. 
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For example, A and B are the two 
parties to the cross-purchase agreement. 
Each owns $50,000 worth of life insur- 
ance on his own life. In order to fund 
the agreement, A purchases from B the 
life insurance formerly owned by B 
on his own life and vice versa. Section 
101(a)(2(B), in effect, provides that in 
the case of a life insurance contract 
transferred by one shareholder to an- 
other for a valuable consideration, the 
proceeds received by the beneficiary on 
the insured’s death are included in the 
beneficiary’s gross income to the extent 
of the difference between such pro- 
ceeds arid the amount of premiums and 
purchase price paid by the beneficiary. 
There are exceptions to this rule in 
Section 101, but usually the exceptions 
are inapplicable in the context under 
consideration. Usually the only practical 
way to avoid having income recognized 
is to have each shareholder be the 
original owner of the policy on the 
other’s life. 

If more shareholders are 
involved in the cross-purchase form of 
agreement, the problem of each party 
owning and paying premiums on the 
life insurance policy he must own on 
every other party’s life becomes burden- 
some. This problem may be solved, 
however, by interposition of a 
trustee. The trustee may then perform 


than two 


the 


the administrative function of collecting 
premium money from each of the share- 
holders party to the agreement and may 
then pay premiums on the policies as 
they become due. 


Stepping up basis 


Under the cross-purchase form the 
shareholders purchase the selling or de- 
ceased shareholder’s shares and so ob- 
tain a basis for such shares equal to the 
purchase price. 

For later capital gains tax purposes 
the basis of all the outstanding shares 
of the corporation owned by the pur- 
chasing shareholders immediately after 
the purchase of the deceased or selling 
shareholder’s shares is greater than the 
basis of all the shares had the acquisi- 
tion been made by a redemption of 
shares under an entity form of agree- 
ment. This, of course, is due to the fact 
that under the entity form the shares 
owned by the remaining shareholders 
after the redemption represent all of the 
company’s outstanding shares, and their 
basis is unaffected by the redemption; 
e.g., not the share- 
holders’ money, was used to make the 


company money, 
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purchase of the selling or deceased share- 
holder’s shares. 

There is no advantage, however, to 
the purchasing shareholders under the 
cross-purchase form that is not matched 
by an advantage to the remaining share- 
holders under the entity form when (1) 
a deceased shareholder’s shares are pur- 
chased or redeemed from a source other 
than proceeds of life insurance upon his 
life or (2) a living shareholder's shares 
are purchased or redeemed. 

This is so because the advantage to 
the shareholder purchasers under the 
cross-purchase form arising from the in- 
crease of the basis of their shares is the 
equivalent in the case of the entity form 
of the decrease in the value of the re- 
maining the 
amount of company assets used to effect 
the Each set of  stock- 
holders is concerned with the difference 
between his basis and the potential sales 


shareholders’ shares by 


redemption. 


price of his stock. This difference re- 
mains the 
after the purchase of the selling share- 
holder’s shares: In the one case the basis 


constant in two situations 


is increased by the purchase price over 
what it was prior to the purchase, but 
the the and 
hence the potential sales price of the 


net worth of company, 
shares, remains the same as before the 
purchase; in the other case the basis of 
the outstanding shares of the company 
remains the same as before the purchase, 
but the net worth of the company, and 
hence the potential sales price of the 
shares, is reduced by the amount of the 
purchase price of the selling share- 
holder’s shares. 

There is, however, an advantage in 
the cross-purchase form over the entity 
form as respects the basis of shares after 
the purchase of a selling shareholder’s 
this situation: A shareholder 


shares 


shares in 


dies, and his are redeemed or 
purchased with proceeds of life insur- 
ance upon his life, of which the share- 
holders in the one case or the corpora- 
tion in the other are the beneficiaries. 
Until the insured is aged 96, under a 
the 


value immediately preceding his death 


whole-life policy, cash surrender 
is less than the policy proceeds payable 
upon his death. Under usual accounting 
methods this cash surrender value is the 
figure at which insurance is carried on 
the books of the corporation and is 
so reflected in the corporate net worth. 


At death the policy owner receives a 


“profit” equal to the difference between 
the surrender value and the death pro- 
ceeds. Under the entity form of agree- 
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ment the profit accrues to the corpo- 
ration and, to the extent the profit is 
used to make redemption, net worth is 
not reduced below the pre-death figures 


by the redemption. In the extreme case © 


of the unexpected death of a young 
shareholder, this profit may be very 
large and indeed may be the source of 
most of the funds used to make the re- 
demption. The net worth (and presum- 
ably the price at which the stock could 
be sold by the surviving shareholders) 
may be decreased very little by the re- 
demption. 

Under the cross-purchase form the 
profit in question accrues to the surviv- 
ing shareholders and, to the extent used 
to buy shares of the deceased stock- 
holder, finds its way into the basis of 
those shares. In this situation the ad- 
vantage to the shareholder of stepped- 
up basis provided by the cross-purchase 
plan is not matched under the entity 
form by a decrease in the sales price 
of the remaining shareholders’ shares. It 
follows that the stepped-up basis to the 
purchasing shareholders under the cross- 
purchase agreement has real significance 
in this one case and is a real advantage 
of the cross-purchase form over the en- 
tity form. 


Fixing purchase price 


Either form of agreement must pro- 
vide the mechanics for determination of 
the purchase price of the deceased share- 
holder’s shares. An obvious way to do 
this is to provide for the price in the 
agreement. This is usually not feasible 
because the value of corporate stock 
changes from time to time. A variation 
of the price-fixing concept is one where- 
by the parties each year fix a price that 
will apply during the ensuing year. A 
difficulty with this arrangement is that 
the parties may neglect to revise the 
price each year or may be unable to 
agree upon a new price, or a situation 
may arise where it is embarrassing to 
negotiate a price (as when one of the 
»arties is dying). A way of avoiding such 
inaction is to provide in the agreement 
for a formula that will determine the 
price in the event no recent price for the 
stock is fixed by the parties. Many 
draftsmen eliminate the price-fixing fea- 
ture from the agreement entirely and 
confine themselves to providing a for- 
mula for a purchase price. 

It is beyond the scope of this article 
to deal exhaustively with questions of 
valuation of stock in a closed corpora- 
tion. Suffice it to say that closed corpora- 








tion stock is generally valued eithe: 
upon an earnings basis or upon a book- 
value basis or by a combination of both 
methods. Generally, the stock of going 
concerns ought to be valued upon an 
earnings basis because a purchaser buys 
for expected return upon his invest- 
ment in the form of earnings. Where, 
however, the principal assets of a going 
concern have a readily ascertainable | 
realizable value, such as assets owned 
by insurance companies, banks, and se- 
curities holding companies, the stock can 
usually be more realistically valued by} 
the book-value approach than by the | 
earnings approach. The estate planner | 
must carefully analyze financial sate) 
ments of the corporation whose stock | 


SS SS 





to be the subject of a survivor stock- 
purchase agreement and should carefully 
arrive at a stock-evaluation formula that 
satisfies the parties to the agreement and 
their financial advisers. 

Whatever formula is used, it should 
specifiy that the purchase price as de- 
termined by the formula includes good 
will. In the entity form the formula | 
should also specify that, if the shares 
are to be valued on a book-value basis, 
life insurance owned by the corporation 
upon the deceased shareholder's life | 
should be valued at its cash surrender | 
value as of a date immediately prior | 
to the shareholder’s death; 
funds intended as a source of payment 
of the purchase price of the shares in- 
crease the price thereof. 


yg ere > 


otherwise, 


Price and estate tax value f 


The rule established 
court decisions and recognized by the 
Commissioner is that the price estab-| 
lished by a bona fide survivor stock-pur- | 


by numerous] 


chase agreement for the purchase of a} 
deceased shareholder's shares of stock 
also establishes the value of the stock 
for Federal estate tax purposes§ if the | 
price also would have governed an inter- | 
vivos transfer. 

Where there 
strictions in the agreement upon trans } 
fer of shares, the Regulations prescribe | 
that little weight will be accorded to 
the price established by the agreement | 
for Federal estate tax purposes. How- 
ever, in the recent case of O. B. Littick 
Estate® it appeared that the fair market 
value of the stock, subject to the agree- 
ment executed between two _ brothers, 
was approximately $257,000; that the 
price established by the agreement was 
$200,000; that the agreement was exe: 
cuted at a time when one of the two 


are no inter-vivos re- 
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shareholders was dying of cancer; and 
that there was no express restriction in 
the agreement prohibiting disposition 
of shares of stock during the lifetime of 
either shareholder. Upon these facts the 
Tax Court, with the later acquiescence 
of the Commissioner, held that the 
$200,000 price for the decedent’s shares 
was determinative of the value of the 
shares for Federal estate tax purposes. 
[he court emphasized that the price of 
the shares was arrived at as a result of 
arm’s-length negotiations between the 
two brothers and that, although the 
possibility was remote, the brother who 
was in good health might have prede- 
ceased the brother who was ill, so that 
the latter, not the former, would have 
had the benefit of the apparent bargain 
price established by the agreement for 
the shares. 

This case and others indicate that, 
irrespective of restrictions 
contained in stock-purchase agreements, 
the price provided therein will be of 
considerable weight in determining the 
value of a deceased shareholder’s shares 
for Federal estate tax purposes, and this 
even in family situations. Of course, a 
price considerably lower than the mar- 
ket price for shares established by a sur- 
vivor stock-purchase agreement among 
family members will be recognized as a 
disguised gift to take effect at the share- 
holder’s death to members of his family. 
In these situations the estate planner 
ought to counsel the making of gifts 
to avoid or reduce estate taxes in the 
estate 


inter-vivos 


than 
stock-purchase agreement. 
Will life 


corporation or 


donor’s rather 


using a 


insurance owned 


the 


by the 
share- 
holders on the life of a deceased share- 


surviving 


holder be includable in the decedent's 
gross estate for estate tax purposes? In 
the entity form of agreement where the 
corporation is the owner and the bene- 
ficiary of the life insurance, no portion 
of the life insurance would be included 
in the deceased shareholder's gross estate 
for estate tax purposes, as he would have 


had no incidents of ownership nor 
* Reg. 20.2031-2(h). 

31 TC 181, acq. IRB 1959-32, 6. 

G. C. Ealy Estate, 10 TCM 431. 

Section 1012, IRC 1954. 

Section 1015, IRC 1954. In certain instances this 
section requires adjustments to the donor's basis. 

Section 1014, IRC 1954. 

If there is no Federal estate tax return filed for 
the decedent’s estate, the basis of shares acquired 
from the decedent is their fair market value at de- 
cedent’s death independently determined; in such 
ase, too, the provisions of the survivor stock-pur- 
chase agreement would fix the basis of the de- 
ceased stockholder’s shares. 


would his estate be the beneficiary. What 
would be included in the deceased share- 
holder’s estate would be the price of 
the stock as established by the agree- 
ment. The fact that life insurance was 
used by the corporation to fund its 
undertaking to purchase shares would 
not cause the proceeds thereof in addi- 
tion to the price to be included in the 
deceased shareholder’s estate. The dan- 
ger of double taxation in this area may 
arise if through inadvertence the de- 
ceased shareholder’s estate instead of the 
corporation is made the beneficiary of 
the life insurance. Even in this case 
there is authority for the position that 
only the life insurance plus whatever 
the deceased shareholder’s estate receives 
from the corporation on account of the 
stock is to be included in the decedent's 
gross estate.10 

With respect to state death taxation 
and the valuation for state death tax 
purposes of shares of stock subject to 
a survivor stock-purchase agreement, it 
is impossible to generalize. An estate 
planner should carefully check the laws 
of his particular jurisdiction. 


Capital gain 

Under either form of survivor stock- 
purchase agreement, consideration must 
be given to whether capital gain or loss 
will be recognized to the selling share- 
holder. 

Under the entity form of agreement, 
if the corporation redeems the shares of 
a living shareholder, as distinguished 
from shares owned by a deceased share- 
holder’s estate, and if the redemption 
is not equivalent to the redistribution 
of a taxable dividend, the redemption is 
treated as a payment in exchange for 
stock. This means that the transaction 
is treated as a sale of stock upon which 
capital gain or loss is recognized. In 
the case of the living shareholder, gain 
or loss is recognized on the difference 
between the basis of his stock and the 
redemption price. A living shareholder's 
basis for his shares will be the cost if he 
purchased them,!! the donor’s basis if 
he acquires them by gift,!? or the fair 
market value of the shares at the date of 
a decedent's death or optional valuation 
date if the living shareholder acquired 
his shares from a decedent.'4 

In the cross-purchase form of agree- 
ment the sale by a living shareholder of 
his shares to the remaining shareholders 
produces the same capital gains tax 
consequences as the redemption of a 
shareholder’s shares by the corporation 
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[Mr. Hull is a member of the Illinois 
Bar and a partner in the Chicago law 
firm of Thompson, Raymond, Mayer, 
Jenner and Bloomstein.]} 





where the redemption is treated as a 
payment in exchange for stock. 

Where a corporation under the entity 
form or the surviving shareholders 
under the cross-purchase form purchase 
shares of stock from a deceased share- 
holder’s estate, no income tax problem 
is encountered (except in the case of the 
entity form of agreement, where the 
redemption is treated as the distribution 
of a taxable dividend). Section 1014 pro- 
vides, with certain exceptions not here- 
in relevant, that property acquired by a 
decedent's estate from the decedent has 
as its basis the fair market value of such 
property on the date of the decedent’s 
death or on the optional valuation date. 

For all the reasons discussed above, 
the properly drafted survivor stock-pur- 
chase agreement will establish the fair 
market the deceased share- 
holder’s shares in his estate for Federal 
estate tax purposes. In practice, the Com- 
missioner for capital gains tax purposes 
accepts as the basis of shares of stock in 
the decedent’s estate the 
fair market value of the shares as estab- 
lished for Federal estate tax purposes. 
The test for ascertainment of value of 
the shares in both cases is the same.14 


value of 


hands of a 


Upon the redemption or sale of a de- 
ceased shareholder’s shares pursuant to 
the properly drafted survivor stock-pur- 
chase agreement, no capital gain or loss 
is realized. 


Use of trustee 


A desirable feature of a survivor stock- 
purchase agreement is that its terms are 
self-executing. A party to the agreement 
feels more secure if he knows that the 
survivors cannot indulge in any delay- 
ing tactics or arbitrarily refuse to per- 
form the terms of the purchase agree- 
ment on the death of a deceased share- 
holder. The sure that the 
survivors honor the agreement is to pro- 
vide for the use of a reputable bank 
or trust company or other person as 


way to be 


trustee to carry out its terms. This is 
done by depositing the stock in nego- 
tiable form with the trustee. The life in- 
surance policies on the lives of the 
parties are then also deposited with the 
trustee, who is made the beneficiary of 
the policies. On the death of a party to 
the agreement, the trustee collects the 


policy proceeds, delivers such proceeds 
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to the estate of the deceased party in 
part or full payment of the purchase 
price of his stock in the corporation, 
and concurrently delivers the decedent’s 
stock to the corporation or surviving 
shareholders. In this fashion no party to 


the agreement need trust the other 
parties to carry out the terms of the 
agreement. 


As indicated, an additional advantage 
of the use of a corporate trustee in the 
cross-purchase form of agreement is the 
administrative convenience of a trustee 
where a number of share- 
holders party to the agreement. 


there are 


Inter-vivos restrictions 


It cannot be overemphasized that sur- 
vivor stock-purchase agreements should 
contain to prevent share- 
holders party to the agreement from 
transfering their shares to persons not 
party to the agreement without first giv- 
ing to the parties to the agreement an 
option to purchase the shares at a price 
determined by a formula set forth in the 


restrictions 


agreement. In the entity form of agree- 
ment the corporation ought to have the 
first right to purchase the shares with 
secondary options granted to the share- 
holders party to the agreement pro rata 
in accordance with their stock holdings. 
The cross-purchase form of agreement 
should, of course, grant the option to 
purchase directly to the other share- 
holders party to the agreement. 
Incorporation in these agreements of 
inter-vivos restrictions and purchase op- 
tions has two purposes: One, it is de- 
that 
business corporations should 


shares of stock of small 
not be 
transferred to strangers, for all the rea- 
sons the 
death of a shareholder the price estab- 


sirable 


discussed above; two, upon 
lished by the agreement for his shares 
will determine their value for Federal 
estate tax purposes. 

The inter-vivos provisions should in- 
clude restrictions on the transfer by a 
shareholder of his shares not only by 
sale but by gift, by operation of law, or 
by mortgage or pledge. By “operation of 
law” is meant transfers of shares at a 
sheriff's sale or to a bankrupt share- 
holder’s bankruptcy. The 
estate tax value will be fixed by the sales 
price even if there are no restrictions on 
gifts and transfers by operation of law. 


trustee in 


Deferred payment provisions 


Even where life insurance is used to 
fund the purchaser’s undertakings in 
either form of agreement, it is generally 
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necessary to provide for the deferment 
of a portion of the purchase price of the 
shares under certain conditions. In the 
case of a life-insurance-funded agree- 


ment the life insurance proceeds on the - 


deceased shareholder’s life may be less 
than the purchase price of the shares. 
In this case an option should be granted 
to the purchasing party to defer pay- 
ment of the excess of the purchase price 
over the policy proceeds. 

In the case where the agreement is 
not funded by insurance or in the case 
of life-insurance-funded agreements 
where the purchase is being made dur- 
ing the lifetime of the shareholder, 
there are, of course, no policy proceeds 
to apply on the price. Suitable deferred 
payment provisions should be incorpo- 
rated in the agreement to cover the con- 
tingency that the purchaser may not 
have sufficient cash to pay the purchase 
price. 

Deferred payment provisions should 
require the purchasers to give notes pay- 
able to the seller with suitable provision 
for the payment of interest and the in- 
stallment payment of principal. The 
agreement should give the selling share- 
holder adequate security for the pay- 
ment of the notes. In the entity form 
this will involve holding “alive” the 
stock the corporation is to redeem and 
will involve the pledge of such shares to 
the deceased shareholder’s estate or to 
the selling shareholder. Caution should 
be exercised in the drafting of the de- 
ferred payment provisions of the entity 
form of agreement, particularly the note 
and stock pledge provisions, so that the 
provisions do not constitute the seller 
a continuing shareholder in the corpo- 
ration. In other words, care should be 
taken 
holder, 


to constitute the selling share- 
after the transaction, a creditor 
of the corporation; otherwise, the pur- 
chase price paid to the selling share- 
holder might constitute the distribution 
of a taxable dividend to him. 


Endorsement on certificates 


Most state laws require that, for a 
bona fide purchaser of shares of stock 
of a corporation to take subject to the 
terms of an agreement that restricts sale 
transfer of shares, the fact of the 
existence of the agreement and a digest 
of the terms thereof must be noted on 
the face of the certificates by a suitable 
legend. The agreement should so pro- 
vide, and the estate planner should be 
careful to determine that the stock trans- 
fer provisions are complied with. 


or 








Particularly in the case where only 
two shareholders are the parties to the 
stock-purchase agreement, a provision 
should be incorporated that renders the 
agreement ineffective if both sharehold- 
ers (or all of the shareholders, as the 
case might be) die within a short period. 
All the shareholders party to the agree. 
ment could be killed in the same com- 
mon disaster, in which case the pro- 
visions of the agreement would be ren- 
dered ambiguous unless a common- 
disaster provision dealt with the situa- 
tion; further, in the entity form of} 
agreement a corporation might be 
saddled with the obligation to purchase 
all the shares, 


Termination and amendment 


In the cross-purchase form the wail 
viving shareholders in the case of the 
death of one of the shareholders party 
to the agreement should be given the 
option to purchase the life insurance on 
their lives that the deceased shareholder 





owned. The price can be the cash sur- 
render value of such insurance. Again, 
in the cross-purchase form, if there is a 
transfer of shares by a living share- 
holder party to the agreement, provision 
should be made in the agreement for 


— se 


granting options to each party to the | 


agreement to purchase the life insur- 
ance policy the selling shareholder owns | 


on the life of each of the other share- | 


holders. In the entity form, upon the 


redemption of the shares of a living J 
shareholder, he should be granted the ¥ 





option to purchase the life insurance 
policy the corporation maintains on hay 
life for its surrender value. 

Either form of agreement should con- 
tain provisions by which the parties 
may alter, amend, or revoke it. 


| 
f 
} 
Hybrids 

Section 303 provides that a partial re- i 
demption by a corporation may be made 
of a deceased shareholder’s shares in an 
amount not exceeding the estate, in- 
heritance, legacy, and succession taxes 
imposed because of the decedent’s death 
and the amount of funeral and adminis- 
tration expenses allowable as deduc- 
tions to the decedent’s estate for Federal 
estate tax purposes, without the redemp- 
tion proceeds’ being treated as a dis 
tribution of a taxable dividend to the 
decedent’s estate. There may be situa- 
tions where it is advantageous to use the 
cross-purchase form of agreement to sup- 
ply a large portion of the consideration 
to be paid to a deceased shareholder's 
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estate for his shares in the company; 
yet the parties may desire that to the 
extent permitted by Section 303 corpo- 
ration money be used to redeem a por- 
tion of a deceased shareholder’s shares. 
In this situation a hybrid form, combin- 
ing the two forms of agreement, is a 
solution to the problem. 


Choosing between forms 


The following is a recapitulation of 
the respective advantages and disad- 
vantages of the two forms of agreement 
under consideration: 


Entity form—advantages 


1. Company funds are used to buy 
the shares. This avoids use of personal 
funds of shareholders for this purpose, 
funds that might otherwise have been 
secured only from salary or dividends 
on company stock with consequent in- 
come taxation therof. This advantage 
obtains only in the inter-vivos purchase 
situation (which is a rare occurrence) or 
in the after-death situation only when 
life insurance will not supply all or sub- 
stantially all of the purchase money. 

2. Company funds are used to pay 
premiums on insurance policies used 
to fund the purchase undertaking. This 
likewise avoids use of shareholder's per- 
sonal funds to pay such premiums, funds 
that might be obtained only at consider- 
able income tax cost, and the cash sur- 
render value of such insurance in the 
hands of the corporation is invested 
for a proper business purpose for ac- 
cumulated earnings tax purposes. 

3. Administration of the agreement is 
simple. The corporation is the owner 
and beneficiary of all insurance policies 
used to fund the agreement and pays 
the premiums thereon. 


Entity form—disadvantages 


1. Provisions of Section 302 and Sec- 
tion 318 may cause redemption of the 
selling shareholder’s shares to be treated 
as the distribution of a taxable dividend 
to the selling shareholder. 

2. Local law may prohibit redemption 
of selling shareholder's shares when 
capital of corporation is impaired. 

3. Impact of premiums on policies of 
life insurance used to fund entity form 
may fall unfairly on shareholders having 
a disproportionately large stock interest. 


Cross-purchase form—advantages 


1. Surviving shareholders receive a 


stepped-up basis for shares purchased 
from deceased shareholder, which has 


real significance in a situation when life 
insurance supplies a substantial portion 
of the purchase price of the shares. The 
surviving shareholders may wish to sell 
their stock after purchase of the de- 
ceased shareholder’s shares. The stepped- 
up basis received on the deceased share- 
holder’s shares equal to the profit on 
the life insurance on deceased share- 
holder’s life is then valuable in reducing 
or eliminating capital gain on the sale. 

2. There is no danger of the purchase 
being prevented by tax attribution rules 
or local law statutes applicable to cor- 
porate stock redemption. 

8. Where shareholdings are dispro- 
portionate, the impact of premiums on 
policies of life insurance used to fund 
the agreement is fairly allocated among 
the shareholders. 


Cross-purchase form—disadvantages 


1. Upon an inter-vivos purchase of 
shares or upon the purchase of shares of 
a deceased shareholder where life insur- 
ance proceeds do not supply all of pur- 
chase price, the sole or principal source 
of purchase funds may be the corpora- 
tion via taxable salary or dividends. 

2. The source of funds to pay insur- 
ance premiums may be salary or divi- 
dends. 

3. The agreement may be difficult to 
administer. 


When to use entity form 


The following is an example of a 
situation that would require the use of 
the entity form. Corporation’s net worth 
is $500,000. A and B own the stock of 
the corporation in equal portions. The 
tax attribution rules do not affect them. 
Each draws a substantial salary from the 
corporation; but neither can afford, 
without salary rise or receipt of divi- 
dends on corporate stock, to pay pre- 
miums on policies that will be used to 
fund the proposed stock-purchase agree- 
ment or to pay the purchase price of 
the stock of a selling shareholder. Life 
insurance for $100,000 will be pur- 
chased on the life of each shareholder, 
the proceeds to be applied as down- 
payment upon the purchase price of the 
shares, which under the price formula 
to be provided in the agreement is an- 
ticipated to be $250,000. The agreement 
will contain the usual inter-vivos re- 
strictions upon sale or transfer of shares 
with option granted to the corporation 
to purchase shares in the event of a 
contemplated sale or transfer. 

This case clearly demands use of the 


Estates, trusts & gifts * 89 


entity form in order to provide corpo- 
rate funds for the payment of life in- 
surance premiums and for the payment 
of the deferred portion of the purchase 
price of a deceased or selling share- 
holder’s shares, all without subjecting 
such funds to income tax in the share- 
holder’s hands. 


When to use cross-purchase form 


The following are examples of situa- 
tions that would suggest the use of the 
cross-purchase form: 

Example 1. The parties are related to 
each other in such a way that the tax 
attribution rules of Section $02 and 
Section 318 may apply to an entity-form 
redemption of shares. There is no choice 
but to use the cross-purchase form. 

Example 2. Corporation’s net worth 
is $100,000. Stock of the corporation is 
owned in equal shares by A and B, who 
draw small salaries from the corporation 
because it needs working capital. A and 
B desire to use $50,000 of low-cost term 
insurance on each of their lives to fund 
purchase undertakings of the agreement. 
In this case small increases (if needed) 
in the salaries of the shareholders to 
supply funds for the premium payments 
on the policies will result in no adverse 
income tax consequences to the corpora- 
tion or to the shareholders. Upon the 
death of a shareholder, the survivor will 
get a stepped-up basis for shares; the de- 
ceased shareholder’s estate will be as- 
sured that local law will not prevent the 
purchase of its shares. If circumstances 
change during the lives of the share- 
holders, making necessary an entity 
form of agreement, conversion can be 
effected by cancellation of the agreement 
and assignment of ownership of policies 
to the company. (Section 101 would not 
treat assigned policy proceeds as income 
of the corporation.) 

Example 3. Corporation’s net worth 
is $200,000. A and B own the stock of 
the corporation in equal portions. Each 
draws a substantial salary from the cor- 
poration and is in a high tax bracket; 
but each can afford, without receiving 
a salary increase, to pay insurance 
premiums on a $100,000 policy, which 
each must carry on the other’s life to 
fund the purchase undertaking. The 
corporation has no accumulated earn- 
ings tax problem. The tax bracket of 
each shareholder justifies the use of the 
bank insurance plan to purchase low- 
cost life insurance on each shareholder’s 
life. Here, again, and for the reasons 
given in the preceding example, use of 
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the cross-purchase form of agreement 
is indicated. 

In the foregoing three examples an 
important assumption is made: that 
little likelihood of an event 
giving rise to an inter-vivos purchase of 


there is 


shares. If this occurred and the cross- 
purchase form was in force, the pur- 
chase price of shares would come from 
the purchasing shareholder’s individual 
funds, and the only source of such funds 
might be from corporation salary or 
dividends on corporate stock. If an at- 
tempt were made at the time of pur- 
chase to cancel the cross-purchase form 
and cause the corporation to redeem the 
selling shareholder’s shares, it is prob- 
able that the Commissioner would con- 
tend that the redemption of shares was 
in discharge of the non-selling share- 
to purchase the 
shares. The purchase price to the extent 
of the corporation’s earnings and profits 


holder’s obligation 


might then be taxed as a dividend to the 
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non-selling shareholders. (See Rev. Rul. 
59-286). Neither Holsey nor Zipp in- 
volved this situation, which is one rea- 
son the Commissioner acquiesced in the 
court of appeals’ reversal of the Holsey 
case; in the ruling, however, he reserved 
the right to treat redemption money as 
a dividend to the non-selling share- 
holder when redemption is made in dis- 
charge of the latter's obligation to pur- 
chase. 


Subchapter S§ 


Beyond the scope of this article are 
the problems that survivor stock-pur- 
chase agreements present to Subchapter 
S corporations. If a survivor stock-pur- 
chase agreement is contemplated that 
involves shares of stock of a Subchapter 
S corporation, careful consideration 
must be given to the interrelation of 
the matters discussed in this article with 
the special provisions of the Code ap- 
plicable to Subchapter S corporations. * 


Tax Courts Briggs comment on minor’s 


rights raises support trust problems 


by CHARLES A. LIPPITZ 


Recently the Tax Court made a passing comment in a gift tax case that the 


guardian’s power to use the gift property for the support of the minor donee in- 


creased the minor’s present rights in the gift. Though the 1954 Code provisions 


dealing with gifts to minors makes this particular point less significant for gift tax 


purposes, Mr. Lippitz believes the Tax Court’s attitude is currently important be- 


cause it is contrary to that expressed in rulings dealing with income taxation of 


support trusts. There the rationale is that using trust funds to support a minor 


is a benefit to his parent and, it would necessarily follow, a detriment to the minor. 


eh IN 1954, when the gift tax pro- 
visions of the 1939 Code were still 
applicable, Mrs. Briggs made gifts of 
stock to nine minor donees. The trans- 
fers were made to already appointed 
guardians for the children (in each case 
the father of the donee) and were sub- 
ject to certain conditions specified in 
the deeds of gift, including the follow- 
ing condition: “That your Guardian 
shall be authorized but not required to 
use or expend any part of the donated 
property or of the income therefrom, or 
both, for your support, maintenance and 
education; any income not used for the 
purposes mentioned to be invested for 
your benefit.” 

The Commissioner denied the annual 
for each these 


tax exclusion of 


gift 


transfers on the ground that they were 
gifts of future interests in 
Judge Tietjens, in a decision reviewed 
by the entire court, held for the tax- 
payer.! 


property. 


The argument made by the Commis- 
sioner in asserting that these were gifts 
of future interests in property is sum- 
marized by the court as follows: 

“The California law, as well as that 
of Illinois, prevents parents of minors 
(who in this case are also legal guard- 
ians) from using the estates of their 
minor children or the income therefrom 
for the support, maintenance and edu- 
of their children, the 
estates of the parents are insufficient to 
support the children in accordance with 
their station in life. In other words, the 


cation unless 


Commissioner argues, the minor doncy 
did not at the time of the gift ‘receive 
the unqualified and immediate right 
then to the use and enjoyment 

of the donated property and the income 
therefrom.’ ” 

The Tax Court quite properly indi- 
cates that, in view of Rev. Rul. 54-4002 
and a number of court cases, it is rather 
late for the Commissioner to be mak- 
ing the argument that the disabilities 
placed upon minors by state statute in 
themselves make a gift of property to a 
guardian for a minor a gift of a future 
interest. Not content with this, however, 
the Court goes on to argue that the 
“condition” authorizing but not requir- 
ing the use of the funds for support was 
designed to free guardians from the 
limitations of state law (forbidding the 
use of the minor's property for his sup- 
port if the parents can provide it) and 
was not a restriction on the present use 
of the property: “As a matter of fact, 
the provision had the effect of remov- 
ing a limitation and not of imposing 
one on immediate use of the property 
for the minor’s benefit.” 

It is the this 
latter statement together with language 


attitude reflected by 
of similar import regarding court ap- 
proval of the guardian’s acts which may 
constitute the most significant aspect of 
the case. For one thing, it is the author's 
opinion that the Tax Court’s basic ap- 
proach to state law in this instance may 
ignore the underlying purpose of the 
various restrictions placed upon one 
who administers a minor's property. 
Furthermore, the Government's attitude 
as reflected by recently published in- 
come tax rulings and Regulations is 
essentially contrary to that implied by 
this language in the Briggs opinion. 
The position taken by the Internal 
Revenue Service, which differs from the 
Briggs language, appears in Rev. Rul. 
59-3573 and Section 1.662(a)-4 of the in- 
come tax Regulations. The latter pro- 
vision taxes a person as a beneficiary of 
a trust on any trust used to 
any legal he 
have, including an obligation to sup- 
port another person. These Regulations 
state further that “a parent has a ‘legal 
obligation’ within the meaning of the 
preceding sentence to support his minor 
child if under local law property or in- 
come from property owned by the child 
cannot be used for his support so long 
as his parent is able to support him.” 
Rev. Rul. 59-357 and its predecessor, 
Rev. Rul. 56-484,4 apply a comparable 


income 


satisfy obligation may 














rul 


of 

mil 
cor 
thi 
use 
per 
abl 
sio: 
shi 
cite 
Sec 
her 


ma 
col 
lat 
wa 
ob 
fre 


th 
de 
su 
we 
of 
tia 
mi 


tic 
su 
im 
m 
lig 


ar 





donk 
eceive 


right 
ncome 


indi 
4-402 
rather 

mak 
bilities 
ute in 
‘y toa 
future 
wever, 
at the 
requil 
rt was 
m the 
ne the 
is sup 
t) and 
‘nt use 
f fact 
remo 
posing 


operty 


yy this 
nguage 
irt ap 
h may 
pect ol 
uthor's 
sic ap 
ce may 
of the 
n one 
operty 
ttitude 
ied in 
ions is 
lied by 
1i0n 

nternal 
om the 
vp. Rul. 
the in 
er pro 
iary ol 
ised to 
e€ may 
to sup 
ilations 
a ‘legal 
of the 
; mino! 
y or in 
ie child 
so long 
him.” 

e€cessol 


parable 








rn rr 


— 





rule to custodian-act transfers of gifts 
or other property to 
minors.5 Under these rulings, when in- 
come derived from property held under 
this type of statutory custodianship is 
used to satisfy a legal obligation “of any 
person” to support a minor, it is tax- 


of securities 


able to that person. Since the Commis- 
sioner does not view these custodian- 
ships as trusts,6 the direct authority 
cited by the ruling is not Regulations 
Section 1.662(a)-4 but rather the compre- 
hensive gross income provision, Section 
61 of the Code. 

It would seem that if Section 61 ap- 
plies to custodian-act transfers, the in- 
come from the Briggs gifts, which, the 
court noted, was used for “private school 
tuition and expenses, dental expenses, 
plane fare and bus fare, clothing and 
other wearing apparel, summer camp,” 
should have been taxed to the respec- 
tive fathers of the donees, assuming the 
fathers otherwise had a legal obligation 
to make these expenditures themselves.? 

Chis brings us close to the crux of the 
matter. Under the theory of these in- 
come tax revenue rulings and Regu- 
lations, the father of the Briggs donee 
was enriched up to the amount of his 
obligation under state law to spend 
from his personal funds. True, the child 
also would have received benefits from 
the gift. Absent the condition in the 
deed of gift that it could be used for 
support, however, the child presumably 
would have received the same amount 
of support and would have a substan- 
tial amount of property upon reaching 
This fact puts the 
lax Court’s comment that the condi- 
tion that the gift could be used for 


majority as well. 


the 
immediate use of the property for the 


support removes a limitation “on 


minors’ benefit” in a somewhat difterent 
light. 


Difference in basic approach 
rhe result in the Briggs case reflects 


another instance of inconsistency be- 


tween the income and gift tax provi- 


34 TC No. 117 (9/29/60). 
2 1954-2 CB 319. 

1959-2 CB 212. 

‘1956-2 CB 23. 

The reference here is to those statutes which have 
been enacted in every state and in the District of 
Columbia for the purposes of simplifying the mak- 
ing of gifts to minors. All of the statutes are pat- 
terned after either the ““Model Gifts of Securities 
to Minors Act’’ or the “Uniform Gift to Minors 
Act.” Both acts apply to transfers of securities, 
and the Uniform Act applies to gifts of money as 
well. The custodian under these acts is given broad 
powers of investment over the property, as well 


as the power to distribute income or principal for 


sions. What is of greater significance, 
however, is that the Briggs opinion re- 
flects a basic approach to state property 
law at variance with that underlying 
the income tax provisions. 

The trust regulations and the custo- 
dian-act rulings reflect the view that the 
guardianship laws of any particular 
jurisdiction define the most complete 
ownership of property a minor can have. 
In other words, these rulings follow the 
theory that, once a state has character- 
ized the relationship of a minor to 
property given to him outright, it is 
meaningless to say that his possession 
of the property can be made more com- 
plete by further conditions imposed by 
the donor. 

We have just seen that it is possible 
to view a power to use the property 
for a minor’s support as a diversion 
of his interest. That is the rationale of 
the income tax rulings discussed. Per- 
haps, however, a closer look at the con- 
cept of freedom from judicial supervi- 
sion, which appears in the Briggs case 
and certain other decisions, will prove 
even more illuminating. 

The Tax Court concludes that the 
“conditions” attached to the Briggs 
gifts permitting their use for support 
inserted from 
caution for the purpose of removing 


“were an abundance of 
state law restrictions and making it un- 
necessary for the guardians to obtain 
prior court approval before making the 
expenditures made from the donated 
funds.’’8 

This approach finds support in the 
opinion in Baker,® quoted in part by 
the Tax Court: 

“The trust agreements with which we 
are concerned here created no barriers 
to the present enjoyment by the infants 
of the trust fund beyond those which 
are established by the laws of North 
Carolina. Indeed, the 
tually remove certain of these barriers, 


agreemen ts ac- 


since if a guardian were to be appointed 
his use of the trust funds for the bene- 
fit of the infant must be subject to ap- 


the minor’s benefit. All of the property is delivered 
to the donee when he reaches the age of 21 or, in 
the event of his prior death, to his estate. 

® See Rev. Rul. 58-86, 1956-1 CB 449. 

7 That this assumption is well-founded is shown by 
the nature of the expenditures which were made 
and by language in the Tax Court opinion to the 
effect that there was no showing that these sup- 
port items were more expensive than the minors’ 
respective fathers could reasonably afford. 

8 Although beyond the scope of this discussion, the 
question could be raised as to whether the imposi- 
tion of the conditions upon the Briggs gifts did not 
have the effect of converting them into trusts, 
rather than outright transfers of title. 
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proval by the court having jurisdiction 
of the subject matter; whereas, by the 
express provisions of these trust agree- 
ments, the trustee, although empowered 
to deal with the funds as if he were 
guardian of the infants, is not required 
to secure approval of his acts by any 
court.” 

What the Briggs and Baker opinions 
appear to neglect is the purpose of state 
requirements for judicial supervision of 
guardians. Certainly they are not de- 
signed to hamper or limit the benefits 
which the minor may derive from his 
property. A the 
legal, nor usually the intellectual, ca- 
pacity to protect his own rights against 
others, his guardian. 
Therefore, it is reasonable for the state 


minor does not have 


including own 
to insist that some court keep a close 
watch on the handling by the guardian 
of the minor’s property. 

It cannot be denied that freeing a 
guardian from this supervision can often 
make the funds more readily available 
to the minor. Where the applicable law 
or pertinent facts are unclear, or where 
the 
necessity of resorting to a court for ad- 


guardian is overly cautious, the 
vice can produce delay and expense 
which are not necessarily in the minor’s 
best This 
that judicial supervision is not really 


interest. assumes, however, 
necessary because it is known in advance 
that the guardian will treat the minor 
fairly, accordance 
with all of his legal rights. The assump- 


tion may not necessarily be valid; some 


honorably, and in 


authorities in the field believe there is 
a need for continued and vigilant super- 
vision of the management of property 
by guardians.10 

It would seem, then, that freeing a 
guardian from 


judicial supervision 


makes the funds more readily available 
to the minor only in the same sense 
that money kept in a safe is more readily 
available if the safe door is always left 
open. In both cases the advantages of 
the additional convenience may be more 
than offset by the lack of protection. 


® 236 F.2d 317, 320 (CA-4, 1956); the Internal Rev- 
enue Service announced that it would follow Baker 
in Rev. Rul. 59-78, 1959-1 CB 690. 

10 It was on this basis, for example, that the Amer- 
ican Bar Association Committee on Improvement 
of Judicial Control of Guardianship Proceedings 
issued a report in 1955 vigorously opposing enact- 
ment of the Model Custodian Act. “A.B.A. Real 
Property, Probate and Trust Law Proceedings, 
Probate and Trust Law Divisions” (1955) Part I, 
page 77 (94 Trusts & Estates 833); see also Notes 
in 54 Michigan Law Review 883 (1956) at pp. 885- 
886; 69 Harvard Law Review 1476 (1956) pp. 
1481-2; 25 Fordham Law Review 390 (1956) at p. 
393. 
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The Briggs opinion implies that a 
child’s free use of his property is limited 
to the extent that his guardian lacks 
the power to expend the property for 
support purposes without regard to the 
parent’s ability to perform this func- 
tion. On the other hand, the Commis- 
sioner suggests in Rev. Rul. 59-357 and 
Regulations Section 1.662(a)-4 that the 
minor’s interest in the property is di- 
or trustee 
have such a power. True, this latter no- 


verted if a custodian does 
tion applies only to income taxes; Rev. 
Rul. 59-357 Rev. Rui. 56-8611 
demonstrate that the Government is not 


and 


inclined to argue the “future interest” 
point under the liberalized gift tax pro- 
visions of the 1954 Code. The phrase 


’ 


“for the benefit of the donee” in Sec- 
tion 2503(c)(1)!2 apparently is conceded 
by the Commissioner to include even 
those support payments which satisfy a 
parent’s legal obligations. to his child. 
The result reached by the Tax Court 
in Briggs appears to be justified. It is 
the reasoning expressed in the opinion 
which may be subject to question. The 
court chose to reply to the Commis- 
sioner’s contentions by taking the posi- 
tion that the condition attached to the 
gift actually made it more of a present 
interest in property. It would seem that 
The 
Rev. 
Rul. 54-400 that a guardianship interest 


this approach was unnecessary. 


Commissioner had conceded in 


is a present interest in property under 
the 1939 Code; Rev. Rul. 59-357 and 
Rev. Rul. 56-86 show that the type of 
condition present in Briggs does not 
alter the status of the gift as a present 
interest. Although the latter two rulings 
apply to the 1954 Code, there would be 
no reasonable basis for distinguishing 
their application to this point under the 
1939 Code. 

The significance of Briggs, then, may 


11 1956-1 CB 449. 

22 Section 2503(c) (1) provides that no gift to a 
minor shall be considered a gift of a future inter- 
est if the property and the income therefrom may 
be expended by or for the benefit of the donee be- 
fore he becomes 21 and will, to the extent not so 
expended, pass to him at 21 or to his estate, should 
he die before then. 

%% The custodian act rulings and Regulations Sec- 
tion 1.662(a)-4 appear to be the logical conse- 
quence of existing state law; this does not neces- 
sarily mean, however, that their impact is desir- 
able in all cases. 
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lie primarily in the income tax area. 
Viewing it in this light, the opinion 
appears to demonstrate a marked lack 
of appreciation for the “diversion of in- 
come” concept underlying the custodian 
act income tax rulings and Section 1.604 
(a)-4, which concept has never been 
tested in the courts. The argument for 
its application to trust income is fairly 
direct: specifically, that the parent rather 
than the child in these instances is the 
primary beneficiary of the distribution. 
On the other hand, the reliance by the 
Code Section 61 in the 
custodian-act rulings represents an un- 
precedented approach. In view of the 
scant authority in this area, the develop- 
ment of the law may very much depend 
upon the general attitude of the courts 
regarding the effect of conditions placed 
upon a minor’s ownership of property. 

As was noted earlier, the Briggs de- 
cision was reviewed by the entire Tax 
Court, with no dissenting or concurring 
opinions. Even if one hypothesizes that 
the significance of its language was 


Service on 


missed by the court or thought to be 
irrelevant to income tax questions, the 
opinion still appears to reflect a lack 
of sensitivity to the “protectionistic” ap- 
proach to guardianship law, and this in 
itself may be meaningful. If the point 
was not overlooked, then the inference 
can be drawn that the economic unity 
of the family and the presumption of 
good faith by fiduciaries are viewed by 





Estate includes portion of trust subject 
to retained power. Decedent had estab- 
lished an irrevocable trust. Income was 
to be paid to decedent’s wife for life, 
then to him for his lifetime, and after 
his death to decedent’s daughters for 
their lifetimes. If at the 
death of his wife and daughters he was 
living, the corpus was to be returned to 
him, but if he was not then living, the 
corpus was to be distributed to certain 


respective 


named beneficiaries. The trustees had a 
power to distribute $4,000 annually from 
trust corpus. Because decedent had re- 
tained the power to remove the trustees, 
the Commissoner determined that the 
entire trust corpus was includable in 
his gross estate, asserting that he was to 
be treated as possessing a power to dis- 
pose of $4,000 of trust corpus each year. 
The Tax Court holds, however, that, 
since only an ascertainable portion of 
the trust corpus was subject to a written 
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the court as controlling factors, and 
the protectionistic limitations on the 
use of minor’s property under state law 
are merely so much “red tape.” 

In justifying such an approach, one 
might contend that Federal tax law need 
not necessarily be determined by con- 
siderations relating to the protection of 
the rights of minors under state law. 
The fact that state law in this area is 
most often vague and ambiguous gives 
the point some appeal. 

Nevertheless, it would seem that more 
problems would be created than solved 
if courts attempt to establish for tax 
purposes a completely artificial concept 
of minors’ property unrelated to state 
law. A: lack of dependence upon state 
law might seem at first glance to allow 
for a more realistic approach to the 
minor-guardian relationship. However, 
such an approach would appear to re- 
quire that in each case there be deter- 
mined the economic unity of the family, 
the intelligence and integrity of the 
fiduciary and of the parent, and the 
probability that these conditions would 
remain constant. 

A far preferable alternative would be 
the enactment by Congress of blanket 
tax rules to govern these situations. Al- 
though the effect of Federal tax legisla- 
tion might be no less arbitrary than the 
results required by the state-law ap- 
proach,18 such legislation would at least 
possess the virtue of uniformity. % 





power of disposition, only that portion 
is includable in his gross estate. The 
amount so is found to be 
8.8%, of the value of the trust corpus, 
the estimated value of the right to dis- 
pose of $4,000 per year for the life of a 
person decedent’s age. The Tax Court 
refuses to permit the values of the re- 
tained right to dispose of $4,000 corpus 
annually, the retained secondary life 
estate and the remote reversionary in- 
terest to be aggregated in order to obtain 
the requisite 5% reversionary interest 
necessary to include all the corpus in de- 
cedent’s gross estate under 1939 Code 
Section 811(c)(2) (similar to 1954 Code 
Section 2037). Klauber, 34 TC No. 102. 


includable 





*kindicates a case or ruling of un- 
usual importance. 

*indicates a case or ruling having 

some novelty or unusual interest. 
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*xLifetime option price used for estate 
tax value determination. Decedents, a 
father and son, were members of a five- 
man partnership. The partnership 
agreement provided that the death of 
a partner did not dissolve the partner- 
ship but that the surviving partners had 
the right to purchase the interest of a 
deceased partner at the actual net value 
of such interest as determined by dis- 
interested arbitrators. However, in the 
event of the withdrawal of a partner, 
the remaining partners were to have 
the right to purchase his interest at only 
two-thirds of the actual value of his in- 
terest. It is held that the interests are 
includable in the gross estates at two- 
thirds of actual value because neither 
decedent could sell his interest during 
his lifetime except at a discount of a 
third. Land, DC Ala., 9/29/60. 


Substitution of wife’s promissory note 
not a gift to husband. A husband owed 
$205,000 on his personal secured note. 
In order to help him satisfy certain 
stock exchange requirements, his wife 
executed a note for a like amount, and 
the bank accepted the wife’s note in 
substitution for her husband’s note. The 
husband‘s collateral however, re- 
tained as security on the obligation. 
The Commissioner determined that 
there had been a gift of $205,000 from 
the wife to the husband, but the Tax 
Court disagrees. It holds that the execu- 
tion and delivery of the note was not a 


was, 


taxable gift and that no taxable trans- 
fer would take place unless the bank 
levied upon the wife’s separate prop- 
erty in satisfaction of judgment against 
her on the unpaid note. The court 
pointed out that the bank was aware 
that the wife’s resources were approxi- 
mately $16,000 and also that the wife 
had not intended to divest herself of 
any of her property. Bradford, 34 TC 
No. 107. 


Widow’s community interest taxed as 
transfer with retained life estate. De- 
cedent and her husband, residents of 
Texas, held all their property in com- 
munity. When her husband predeceased 
her, she elected to take under his will, 
surrendering her community interest. 
Under his will she was to receive in- 
come from the entire property for her 
life with the remainder passing in trust 
for the benefit of descendants. The Tax 
Court reasons that she had, in effect, 
transferred her interest in the com- 
munity property subject to a retained 





life estate and holds that her commun- 
ity interest was includable in her gross 
estate at her death. Vardell, 35 TC No. 
8. 


Direction to pay taxes from residue re- 
duces marital deduction. Decedent be- 
queathed one-half of the residue of his 
estate to his wife outright and the bal- 
ance of the residue in trust. His will 
provided for the payment of death taxes 
from the residue of his estate. The ex- 
ecutor maintained that the entire tax 
burden was to be borne by the trust 
share, but the Commissioner determined 
that the widow’s one-half was to bear 
one-half of the tax burden and the size 
of the marital deduction was to be re- 
The 
agrees with the Commissioner, holding 


duced accordingly. Tax Court 
that under the will death taxes were pay- 
able from the residuary estate as a whole 
and the value of the widow’s share had 
to be reduced in computing the marital 


deduction. Weiss, 19 TCM 1960-219. 


Transfer by unrecorded deed includable 
in decedent’s gross estate. In 1945 dece- 
dent deeded an undivided half-interest 
in a hotel to her son and in 1949 deeded 
her entire interest in a restaurant to 
him. Decedent continued to act as owner 
of the hotel and restaurant and con- 
tinued to receive the same share of 
profits as before. In accordance with de- 
cedent’s request, the son refrained from 
recording either deed until after his 
mother’s death in 1951. The Tax Court 
that both the hotel and the 
restaurant property were properly in- 
cludable in decedent’s gross estate. Bul- 
lock, 19 TCM 1960-204. 


holds 


Transfer of securities to insurance bene- 
ficiaries held to be in contemplation of 
death. borrowed $60,000 
through loans on insurance policies on 
his life. He then purchased stocks and 
bonds and transferred them to his four 
designated 
under the insurance policies. He was 
74 years of age and chronically ill. Prior 
to the transfers, decedent had expressed 
concern that an out-of-state divorce ob- 
tained by his second wife might not be 
recognized in his state of domicile and 
that she might claim an interest in his 
estate. He died 21 months after the 
transfers. The Tax Court holds that 
the transfers were includable in dece- 
dent's gross estate, since they were made 
in contemplation of death. Block, 19 
TCM 1960-220. 


Decedent 


children, the beneficiaries 
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Marital deduction lost because of power 
to distribute principal to children. De- 
cedent’s will designated his widow and 
a bank as directed that she 
be paid the entire net income from 
the trust, authorized the trustees to ex- 
pend principal for “the reasonable 
needs and comfortable maintenance of 
my said wife and of any of my children,” 
and provided that upon the widow’s 
death the remaining trust principal was 
to be distributed as she should appoint 


trustees, 


by will. The Commissioner disallowed 
the marital and the Tax 
Court agrees that the testamentary trust 
did not qualify because of the discre- 


deduction, 


tionary power given the trustees exer- 
cisable in favor of the children. Spero, 
34 TC No. 115. 


Closely held stock valued. Decedent 
owned stock of a family holding com- 
pany, the sole asset of which was stock 
of an operating retail furniture com- 
pany. The holding. company stock was 
valued by the Tax Court by applying 
a capitalization rate of 914 times earn- 
ings averaged over a five-year period. 
The Third Circuit notes that the five- 
year period reflected an undue increase 
in earnings by reason of the impetus 
given retail sales by the Korean War 
and Tax 
Court with the suggestion that a ten- 


remanded the case to the 
year rather than a five-year average be 
used and that greater weight be given 
to assets rather than earnings. Leven- 
son, CA-8, 9/28/60. 


Bequest to widow conditioned on her 
transfer of community righis qualifies 
for marital deduction. Decedent's will 
provided that the widow would receive 
a third of his estate outright, provided 
she placed her half interest in the com- 
munity estate in trust for the children. 
She elected to take under her will and 
relinquished her share of the commun- 
ity estate. The executors claimed but 
the District Director disallowed a mari- 
tal deduction for the third of the estate 
left outright to the widow. The Govern- 
ment contended that, when the widow 
elected to take under the will and re- 
linquished her half-interest in the com- 
munity estate, she accepted an interest 
worth less than what she relinquished. 
The court held, however, that the mari- 
tal deduction was allowable, reasoning 
that the will stated a condition, but did 
not impose a pecuniary obligation di- 
rectly on the property devised to the 
widow. Stapf, DC Tex., 8/9/60. 








94 ¢ The Journal of Taxation 


Portion of irrevocable insurance trust 
excluded from decedent’s gross estate. 
In 1930 decedent transferred securities 
and insurance policies to an irrevocable 
trust. He retained the right to income 
remaining after payment of insurance 
premiums and certain powers of control 
over the trust. During his lifetime he 
released his powers of control except 
the power to appoint a successor trustee 
should a trustee resign. Decedent died 
in 1953. 
proportion of the insurance proceeds 
the 
decedent's 
1939 Code 
811(g)(2)(A) but that neither the balance 


of the proceeds nor the securities were 


The Tax Court determines that 


applicable to premiums paid by 


decedent was includable in 


gross estate under Section 


includable. The decedent possessed no 
incidents of ownership in the policies in 
spite of his retained income interest; 
nor did the retained right to income 
result in taxability, since the transfer in 


February 1961 


trust occurred prior to March 31, 1931. 


- Carlton, 34 TC No. 104. 


Stock dividend on property received as 
gift is part of the gift. When property 
is held in joint tenancy with right of 
survivorship, the estate of the first ten- 
ant to die includes all the property ex- 
cept that which originally belonged to 
the survivor. At issue here is stock the 
decedent had given in 1919 to his wife. 
In 1921 the corporation declared a stock 
dividend of six new shares for each 
then held. Approximately one 
year later decedent’s wife returned all of 
the stock, including the dividend stock, 
to the decedent. At the decedent’s death 
the stock was owned by him and his wife 


share 


as joint tenants with right of survivor- 
ship. The Commissioner included all the 
shares, decedent’s executor 
tended that the dividend shares “‘origi- 
nally belonged” to decedent’s wife and 


but con- 


Income taxation of trusts & estates 





Capital gains tax due on sale of prop- 
erty subject to life estate. The taxpayer's 
mother bequeathed to the taxpayer a 
life estate in certain property with re- 
mainder to the taxpayer’s children. The 
taxpayer procured a court order to sell 
the property. The sales price was con- 
siderably in excess of basis. When the 
property was sold, the court ordered 
that the proceeds be paid into the hands 
of the Cooke Ltd., 


which was directed to reinvest the sales 


Trust Company, 


proceeds in other real or personal prop- 


erty. Taxpayer paid the capital gains 
tax on the sale and now seeks refund. 
The Government contended that the 


taxpayer was not entitled to recover be- 
cause, if she did not owe this tax in her 
individual capacity, she did owe it as a 
for the 
The 


ment further contended, in the alterna- 


fiduciary or as a _ trustee con- 


tingent remaindermen. Govern- 


tive, that, if she did not legally act in 
the fiduciary relationship, the tax was 
neverthless due and should have been 
paid by Cooke Trust Company, Ltd., as 
trustee, from the proceeds of the sale. 
This court notes that the Ninth Circuit 
has recently overturned its earlier de- 
cision in a similar case (De Bonchamps, 
278 F.2d 127) and has held that the life 
tenant as a matter of law acts in a 
fiduciary relationship and is obligated 
to pay the tax as trustee. This court, 
however, rejects that reasoning, saying 


that the life tenant has no rights in 


that the life tenant 
cannot be individually liable to pay 
an income tax on gain from the sale 


the corpus and 


of the corpus. According to this court, 
there is no process of reasoning where- 
by the life tenant could charged 
with paying the tax on the income she 
never got and never will get. The court 
adopts the alternative contention that 
the tax should have been paid by Cooke 
Trust Company, Ltd., because it was 
clothed with numerous characteristics of 
It was authorized to collect 
a mortgage executed incident to the 
sale; it was authorized to execute a re- 


be 


a trustee. 


lease of the mortgage; it was directed to 
disburse funds to the life tenant; 
it was empowered to invest the principal 
for the benefit of the life tenant and re- 
maindermen. Further, it appeared from 
the stipulation that the tax sued for was 
not paid from the individual funds of 
the life tenant but was paid by the 
Cooke Trust Company, Ltd., from the 
proceeds of the property sold. Accord- 
ingly, the court rules that the Govern- 
ment has its tax and that, if the tax- 
payer should be allowed to recover from 
the Government as a cash payment made 
by the taxpayer, the Government would 
be entitled to judgment over against 
the trustee. Instead of going through 
that circuitous route, this court holds 
that, since the taxpayer was out none of 
her money, there is no ground for re- 


/ 


covery. Gaskill, DC Tex., 8/29/60. 


and 


should, therefore, be excluded from the 
gross estate. The Court of Appeals holds 
that all the shares, including the divi- 
dend shares, were includable. The court 


reasons that the stock dividend added 


nothing to the wife’s interest; the shares 
given her and the dividend shares repre- 
sented the same value, the same _ pro- 
portionate interest in the corporate 
properties that had before been repre- 
sented by the shares given her. The 
court notes, however, that it would be 
possible to reach a different conclusion 
in a situation where the survivor could 
establish that part or all of the earnings 
capitalized in a stock dividend were 
earned during the time that the survivor 
owned the original stock. Tuck, CA-9, 
9/15/60. 


Trust was established at irrevocable 
transfer not at release of power. Settlo1 
had established an irrevocable trust in 
1919, reserving the right to trust income 
for her life and a power to appoint by 
will. In default of exercise of the power, 
the trust was to be distributable after 
her death to designated beneficiaries. 
By instrument dated December 15, 1942, 
she irrevocably released the testamen- 
tary power of appointment. After her 
death in 1955 the Commissioner asserted 
that the entire trust was includable in 
her gross estate on the 
transfer took place in 
when 


ground that the 
December 1942, 
released, rather 
than in 1919. The Tax Court rejects the 
Commissioner’s argument and holds that 
the trust was to be excluded from de- 
cedent’s gross estate as a pre-March~$1, 
1931, transfer. Canfield, 34 TC No. 103. 


the power was 


Direction to pay community debts from 
decedent’s share of community prop- 
erty fails to increase deduction. Dece- 
dent died a resident of Texas, a com- 
munity property state. Community debts 
aggregated $32,000, and decedent’s will 
directed that all such debts be paid from 
decedent’s share of the community estate 
or, if necessary, from his separate estate. 
The executors deducted the entire $32.- 
000 the Federal estate tax return, 
but this amount was scaled down a half 


on 


by the examiner on the ground that 
half the indebtedness 
should be chargeable to the community 
share 


of community 


estate owned by the surviving 
spouse. This court agrees, holding that 
only half of the community debt is 
properly deductible. A direction in the 
will could not increase the amount of 


the deduction. Stapf, DC Tex., 8/9/60. 
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Title-passage method outside U.S. as means 


of tax saving approved in two new decisions 


by PAUL D. SEGHERS 


The Barber-Greene and A. P. Greene Export cases, just decided by the Tax Court 


and Court of Claims, go far to clarify tax benefits obtainable through use of a 


Western Hemisphere Trade Corporation. In these decisions, favorable to the tax- 


payers, the courts hold that efforts to minimize taxes through a statutory device 


will not kill the intended benefit. 


S. MANUFACTURERS and exporters 
U now have clear-cut court authority 
in support of the position that income 
from the sales of goods to customers 
abroad is from sources outside the 
United States if title thereto 
after the goods have left the United 


passes 


States. 

There have been a number of earlier 
court decisions affirming the “passage 
of title” rule,! case the 
courts found that the source of the in- 


but in each 
come was the country from which the 
goods were shipped, thus leaving unde- 
cided the deferment of 
passage of title for the purpose of tax 
avoidancé. In-neither-of-the-two cited 
cases decided in favor of the taxpayer 
had it been apparent, or found by the 
court, that the method of passing title 
was chosen to effect tax savings. How- 


tax effect of 


ever, in the very recent Barber-Greene 
(33 TC No. 45, 11/30/60) and Green 
Export (Ct. Cls., 12/1/60) cases, just 
decided (only a day apart) by the Tax 
Court and by the Court of Claims, the 
courts had presented squarely to them 
the question of whether a taxpayer can, 
merely by postponing passage of title to 
goods shipped to or for a customer 
abroad until after they have left the 
United States, thereby establish that the 
income from such sales is, for U.S. in- 
tax purposes, sources out- 
side the United States, even though that 
method of passing title is chosen as a 


come from 


means of tax saving. 

Both courts held that such sales re- 
sulted in income from sources outside 
the United States for the purpose of 











the lower tax rate (38% instead of 
52%) afforded a U.S. corporation that 
qualifies as a Western Hemisphere 
Trade Corporation. Further, the Tax 
Court held in the Barber-Greene cases 
that the same rule as to determination 
of source of income from such sales is 
applicable for the purpose of obtaining 
exemption from the Korean War excess- 
profits tax (1939 IRC Section 454 (f)). 

Both courts stressed the intention of 
Congress to afford relief to taxpayers 
Western 
T'ade Corporations and reasoned that 
Congress therefore allow 
taxpayers to take such steps as would 
enable them to qualify for such relief, 
citing a ruling of the Internal Revenue 
Service to this effect (IT 3757, 1945 CB 
200). 

In the Green Export case the Court 
of Claims overruled the argument of 
the Commissioner that the provisions of 
the Code (1954 IRC Section 269 and 
1939 IRC Section 129) intended to deny 
tax benefits in the case of “acquisitions 
to evade or avoid 


qualifying as Hemisphere 


intended to 


income tax” 
should be applied to disallow the bene- 
fit sought to be obtained, and held that 
no general rule of law as to tax avoid- 
ance was applicable. 

Although the Court of Claims is out- 
spoken in its opinion as to the defects 


made 


of the title-passage rule for determining 


the “source” of income from the sale 
of goods, it firmly states the conclusion 
that “ no other suitable test pro- 
viding an adequate degree of certainty 
for the taxpayer has been proposed,” 


and that other tests proposed are “vul- 
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nerable to the charge of unfair dis- 
crimination.” 

The court quoted, in support of its 
conclusion on the latter point, the 
statement of Judge Learned Hand in 
Gregory (69 F.2d 809, 810, CA-2, 1934) 
(which case was decided against the tax- 
payer) that: “. . . a transaction, other- 
wise within an exception of the tax 
law, does not lose its immunity, because 
it is actuated by a desire to avoid, or, 
if one choose, to evade, taxation. Any- 
one may so arrange his affairs that his 
taxes shall be as low as possible; he is 
not bound to choose that pattern which 
will best pay the Treasury; there is not 
even a patriotic duty to increase one’s 
taxes.” 


Holding of the cases 

The and Green 
port decisions establish that: 

1. As held in earlier decisions, the 
source of income from the sale of goods 
purchased in one country and sold in 
another is the place where title thereto 
passes. 


Barber-Greene Ex- 


2. This rule is to be applied in the 
case of goods purchased in the United 
States and shipped to customers abroad. 

3. This rule applies even where the 
method of title been 
adopted to avoid U.S. income taxes. 

In both cases the courts found that 
the had no 


passing has 


establishment 
abroad and, in the Green Export case, 
the court found that the taxpayer had 
no sales staff 


taxpayer 


nevertheless 
held that the income from its sales was 


abroad but 


from sources outside the United States 
because its sales agreements fixed the 
place of passage of title outside the 
United States, and title did so pass. 
The Court 
mark 


of Claims made the re- 
in order to avoid disallow- 


ance under the general rules as to trans- 


that 


actions motivated by tax savings it is 
essential that the methods adopted have 
“a commercial purpose apart from the 
expected tax consequences.” 

The court found this essential pur- 
pose in the Green Export case by taking 
judicial notice of present-day world con- 
ditions and by assuming that the form 
of the transaction might have been dic- 
tated by a desire to avoid risk of loss. 
At the same time, the court did not 


1C.1.R. vy. East Coast Oil Co., S.A., 85 F.2d 322 
(CA-5, 1936). Shipment originated outside the 
U.S. Ronrico Corp., 44 BTA 1130 (1941). Ship- 
ment originated outside the U.S. Balanovski, 236 
F.2d 298 (CA-2, 1956). Decision adverse to tax- 
payer. American Food Products Corp., 28 TC 14 
(1957). Decision adverse to taxpayer. 
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of U.S. taxation of business abroad and 
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indicate that desire to avoid risk of 
loss was the purpose that led Green 
Export to arrange to have title pass 
outside the United States. In any event, 
the same business purpose for causing 
title to goods sold by the taxpayer to 
pass abroad to the buyer as was found 
in Green Export exists with equal force 
in the case of every sale of merchandise 
shipped from the United States to a 
buyer abroad. 

In both the courts held that 
place and time of payment for the 
goods was not controlling in determin- 
ing place of sale. 

It is clear, therefore, that, under the 
decisions in both cases, to establish that 
the source of income from the sale of 
merchandise shipped from the United 
States customers abroad is from 
sources outside the United States, it is 
essential only to prove that the title 
to such merchandise passed to the cus- 
tomer outside the United States. 

It is believed unlikely that the In- 
ternal Revenue Service could success- 
fully argue that the passage-of-title rule 
for determining the source of income, 
effective ‘for the purpose of qualifying 
as a Western Hemisphere Trade Cor- 
poration and obtaining the resulting 
tax reduction allowance, and for ob- 
taining the benefit of the excess profits 
tax exemption (1939 IRC Section 454(f)), 
is not equally effective in determining 
the source of income for the purpose of 
computing ‘the foreign tax credit (Sec- 
tion 901(b)) and the gross income of 
foreign corporations (Section 882(b)), in- 
asmuch the determination of the 
source of income is required to be made 
under the same provisions of the 1939 
and 1954 Codes (1954 IRC Sections 861, 
862, 863, and 1939 IRC Section 
119) regardless of the for 
which suth determination is to be made. 


cases, 


to 


as 


and 
provision 


U.S. ‘manufacturers and others selling 
goods to customers abroad now have the 
green light to take whatever steps are 
necessary to pass title outside the United 
States and thereby cause the resulting 
income to be treated, for U.S. income 
tax purposes, as being. from sources 
outside the United States. They are 
now afforded assurance that, in the ab- 


February 1961 


sence of a reversal of the Barber-Greene 
and Green Export decisions, the income 
from such sales, if they are made by a 
U.S. corporation otherwise qualifying 
as a Western Hemisphere Trade Cor- 
poration, is eligible for the reduced 
U.S. income tax rate (38% instead of 
52%) allowed such a corporation. Simi- 
larly, a foreign corporation making such 
sales will not be subject to U.S. income 
tax on the resulting income (Section 
882 (b)), although dividends paid by 
such a corporation to U.S. citizens or 
residents (including corporations) (Sec- 
tions 1, 11, 61, 63, 882(a) and (b)) will 
be subject to U.S. income tax, without 
benefit of any of the dividends received 
allowances generally applicable with re- 
spect to dividends received from a 
domestic (U.S.) corporation (Sections 34, 
116, 243). 


Analysis of grounds for decisions 


Both courts based their holding that 
the income from the sales was from 
sources outside the United States solely 
upon the fact that title to the goods 
sold passed outside the United States. 

Both courts sustained the right of 
the sellers so to arrange their transac- 
tions as to come within the provisions 
of the Code that afforded the desired 
tax benefits. 

Both courts stressed that the passage 
of title was real and not a sham. The 
Court of Claims dealt specifically with 
the provisions of the Code (1954 IRC 
269 and 1939 IRC 129) that provide for 
disallowance of tax benefits where cer- 
tain transfers and acquisitions are made 
for the purpose of tax avoidance and 
dismissed the Commissioner’s argument 
by pointing out that “organizing a 
Western Hemisphere trade corporation 
does not constitute tax avoidance and 
the Commissioner of Internal Revenue 
has so ruled” (IT 3757, 1945 CB 200). 

Both courts held that no general rule 
for the disallowance of the tax benefit 
was applicable, despite the presence of 
the motive of tax avoidance. 

The Court of Claims reasoned that, 
on the basis of common knowledge of 
world conditions, retention of title to 
goods until delivery thereof (and not 
until payment therefor) underscored 
the prudence of the exporter in avoid- 
ing such risks and, therefore, served a 
legitimate business purpose (although 
the court did not, in its opinion, indi- 
cate whether it had found as a fact 
that the taxpayer deferred title passage 
for this purpose). 


On the other hand, the Tax Court 


held that: “The petitioners assumed the | 


risks [of retaining title]. It is their right 
to elect to avoid these risks or to under- 
take such risks and qualify for the tax 
benefits offered by the Congress.” 

Both courts mentioned, but dismissed 
as not controlling, numerous arguments 
advanced by the Commissioner as 
grounds for holding that the income 
was from sources in the United States 
or that the tax benefit sought should be 
disallowed. The sweeping and liberal 
rule established in these cases can be 
judged from the factors considered by 
the courts, which include: (1) a corpora- 
tion organized to avoid tax and defer- 
ment, for that purpose, of passage of 
title to the goods sold (as already dis- 
cussed), (2) no license to do business 
in any foreign country, (3) no payment 
of foreign income taxes, (4) no facilities, 
offices, warehouses, or assets outside the 
United States, (5) a portion of the sales 
were made by the taxpayer in each case 
to a Canadian subsidiary of the U.S. 
parent corporation, (6) payment for the 
goods was, in some instances, assured by 
letter of credit prior to their leaving 
the United States, and (7) in some in- 
stances, payments for the goods sold 
were received prior to passage of title 
thereto and, in other instances, deliver- 
ies of the goods were made to the buyer 
[place of delivery not stated] prior to 
passage of title. 

All of the foregoing indicates that, 
by making proper arrangements and 
adopting the proper forms, profits on 
the export of goods to Western Hemi- 
sphere destinations outside of the U.S. 
are eligible for the benefit of the lower 
U.S. income tax rate allowable in the 
case of Western Hemisphere Trade Cor- 
porations. Presumably, the same is true 
with respect to the tax deferment offered 
by Congress in the case of sales made 
outside the United States by a foreign 
corporation. 

It is to be emphasized, in this con- 
nection, that certain types of U.S. prod- 
ucts (such as the heavy machinery in 
the Barber-Greene case) cannot be eco- 
nomically warehoused abroad by the 
taxpayer and thereafter merchandised; 
such goods must, as a practical matter, 
be shipped from the United States di- 
rectly to the foreign buyer. Hence, only 
if the title-passage test is recognized as 
determinative of place of sale can 
sellers of such goods, and of goods made 
especially to order for the buyer, so ar- 
range their transactions as to derive 
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foreign-source income from such sales. 
Otherwise, such sellers would be de- 
prived of the possibility of obtaining 
the U.S. tax advantages available to 
Western Hemisphere Trade Corpora- 
tions, and sellers of less bulky goods 
could be certain of obtaining such ad- 
vantages by warehousing and merchan- 
dising such goods through their own 
establishments abroad. Hence, fairness 
and equality of treatment of all U.S. 
taxpayers making sales to customers 
abroad (directly or through subsidiaries) 
imperatively demand the recognition, af- 
firmed in the two latest cases, of the 
title-passage test in determining the 
source of the income resulting from 
such sales. 


Conclusion 


The rule reaffirmed, clarified, and 
liberalized by the Tax Court and the 
Court of Claims in Barber-Greene and 
Green Export will, if not reversed on 
appeal, remove uncertainty as to the 
effect of the passage of title in establish- 
ing that the source of the income from 
the export of goods is outside the United 
States. 

Now that any exporter can obtain a 
reduced U.S. income tax rate on profits 
from sales to customers abroad, through 
the use of a subsidiary making sales in 
the Western Hemisphere, or postpone- 
ment of tax in the case of sales made 
by a foreign corporation anywhere out- 
side the United States, Congress should 
be willing to grant the same treatment 
to all such export sales income, regard- 
less of place of title-passage or place of 
incorporation. 

This would result in little direct loss 
of revenue to the Treasury (as can 
readily be demonstrated) and would give 
a tremendous lift to the export of 
United States products, with resulting 
increases in payrolls, inflow of gold, and 
the Treasury’s tax take. It is hoped that 
Congress appreciates the need for this 
legislation and will act accordingly. * 


New decisions 





U. S. citizens resident in Virgin Islands 
pay their income tax there. The enact- 
ment of the 1954 Code makes no change 
in the rule established in the Organic 
Act of the Virgin Islands that U.S. citi- 
zens resident in the Virgin Islands satisfy 
their U.S. tax liability by making pay- 
ment into the Virgin Islands treasury. 
Rev. Rul. 60-291. 


Greenland is in Western Hemisphere. 
The IRS rules that, for purposes of 
qualifying a corporation as a Western 
Hemisphere Trading Corporation, 
Greenland is within the Western Hemi- 
sphere. Rev. Rul. 60-307. 





Bonus on unproductive lease that has 
been disposed of need not be restored 
to income. If a depletion deduction is 
allowed on a lease bonus and _ subse- 
quently the lease is terminated without 
production, the Regulations require that 
the bonus be included in income in the 
year of termination. The IRS here con- 
siders the case of such a nonproductive 
lease that has, however, been disposed 
of (through sale, inheritance, or other 
means) after the bonus was received and 
depletion allowed prior to termination 
of the lease. Relying on the cases hold- 
ing that only the taxable entity to 
which the bonus was paid can be re- 
quired to restore the depletion to in- 
come, the IRS rules that no restoration 
is required if the lease is disposed of 
prior to its termination. Rev. Rul. 60- 
336. 


Mutual fire insurance company taxable. 
Section 831 of the Code imposes a lesser 
tax on mutual insurance companies 
issuing perpetual policies than on other 
mutual insurance companies. This court 
upholds the Tax Court, finding that the 
provision is not applicable to taxpayer 
whose policies were mostly short term 
and who pays its losses out of premiums, 
rather than investment income. Its tax 
is to be computed under Section 821 of 
the Internal Revenue Code. Phila- 
delphia Manufacturers Mutual Insur- 
ance Co., CA-3, 11/18/60. 


Mortgage prepayment charges were in- 
terest. Life insurance companies are tax- 
able only on a portion of their invest- 
ment income—dividends, interest, and 
rents. The Court of Claims held, rely- 
ing on Committee reports of Congress, 
that the charges made for prepayment 
of mortgage loans were included within 
the term “interest.” Equitable Life As- 
surance Society of the U. S., cert. den., 
10/10/60. 


Interest on indebtedness is not life in- 
surance company’s investment expense. 
The taxpayer issued life insurance, an- 
nuity, and health and accident policies. 


New decisions affecting special industries 
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IRS lists withholding required on in- 
come paid to foreigners. A revised table 
shows the amounts required to be with- 
held from payments to residents of 
various countries with which the U.S. 
has tax conventions. Rev. Rul. 60-288. 


It was also engaged in soliciting and 
arranging mortgage loans on money bor- 
rowed from the Federal Home Loan 
Bank on the security of mortgages in- 
sured by the Federal Housing Authority 
and the Veteran’s Administration. The 
basis of the taxpayer’s claim for refund 
was that certain interest payments made 
by it to the Federal Home Loan Bank 
were proper deductions from its taxable 
income as investment expense, The Gov- 
ernment contended that taxpayer was 
not a life insurance company during the 
years involved and, further, that if the 
taxpayer should be held to be a life in- 
surance company during those years, 
then it nevertheless was not entitled to 
a refund because the interest paid did 
not constitute an investment expense. 
This court holds that the taxpayer was a 
life insurance company. The actual 
character of the business done by the 
taxpayer was the solicitation, sale, issu- 
ance, and servicing of insurance policies. 
The taxpayer was, therefore, a life in- 
surance company, even though it also 
engaged in solicitation and arrange- 
ment of mortgage loans. This court 
further holds, however, that the tax- 
payer failed to establish that it was en- 
titled to a deduction for the interest paid 
to the Federal Home Loan Bank as an 
investment expense. The “reserve and 
other policy liability credit” available 
to life insurance companies was the 
statutory substitution for deductions for 
interest paid. Service Life Insurance Co., 
DC Neb., 8/11/60. 


Section 832 insurance companies need 
not accrue market discount. Section 832 
of the Code imposes tax on certain in- 
surance companies (other than life) that 
do not come under other sections. The 
IRS rules that such companies are not 
required to accrue market discount on 
bonds. The reference in the Code to the 
annual statement filed with the National 
Convention of Insurance Commissioners 
(which does require such accrual) is in- 
tended as a guide only. It does not con- 
vert what is otherwise capital gain into 
ordinary income. Rev. Rul. 60-306. 
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What the employer must report about 


expense accounts on 1960 returns 


by CHARLES M. WALKER 


Tax returns for 1960 require considerable data on expense accounts and other 


allowances to employees and partners. Mr. Walker here reviews these requirements 


and proposes a form for gathering the data. 


IDE PUBLICITY has been given to 
W the new enforcement program of 
the Internal Revenue Service designed 
Dana 
Latham has called “the tendency to try 


to correct what Commissioner 
to live on expense accounts.’! 

The Service approaches the enforce- 
ment program from the standpoint of 
employers, whether corporations, part- 
nerships, or proprietors. They are asked 
on their 1960 tax returns to give the 
facts on expense account allowances of 
the persons evidently considered by the 
Service most likely to abuse them. Cor- 
porations will be asked to report upon 
the 25 highest-paid officers (a higher-paid 
employee, a manager for example, will 
not be included if he is not an officer). 
Partnerships will be asked to report on 
the 25 partners having the largest share 
of partnership income. Proprietors will 
be asked to report on themselves and 
their five highest-paid employees. 

Compensation (and shares of partner- 
ship income) for these purposes is de- 
termined by aggregating salaries (and 
partnership income) and all expense al- 
lowances. But no report will be re- 
quired for anyone whose compensation 
(or shares of partnership income) so de- 
termined is less than $10,000. Nor will 
a report be required for expenses billed 
directly to the client by persons supply- 
ing legal, accounting, engineering, or 
other professional services. 

The expense account allowances to be 
other than 
compensation, received as advances or 


reported cover amounts, 
reimbursements and amounts paid by 
or for the employee for expenses in- 


curred by or on behalf of the officer, 


partner, employee, or proprietor, in- 
cluding all amounts charged through 
any type of credit card. 


The individuals’ returns may be cross- 
checked against the information given 
on the employer’s return. The Service 
says: 

“At the time of the examination of 
the employer’s return, we will ascertain 
whether officers or employees received 
allowances which constitute taxable in- 
come. This information will be used in 
connection with the examination of the 
individuals’ income tax returns.’’? 

These same employers also will be 
asked to state on their 1960 tax returns 
whether deductions were claimed for 
expenses connected with a _ hunting 
lodge, working ranch or farm, fishing 
camp, resort property, pleasure boat or 
yacht; or connected with the leasing, 
renting, or ownership of a hotel room 
or suite, apartment, or other dwelling 
used by customers, officers, or employ- 
ees, including members of their fam- 
ilies; or connected with the attendance 
of members of families of officers or 
employees at conventions or business 
meetings; or connected with vacations 
for officers or employees or members of 
their families. Merely yes or no answers 
are called for. Amounts not re- 
quested. 

The Service hastens to add that ab- 
sense of a question relating to other 


are 


similar expenses does not mean that 
such other expenses will escape scrutiny. 

Finally, during every audit of an em- 
ployer’s return the examining agent will 
ascertain whether the employer uses 
acceptable business practices in requir- 
ing an accounting of business expenses 
incurred by his employees. If he does 
not, the agent can be expected to audit 
the returns of the employees receiving 
the expense allowances. 

What happens if employers do not 





provide the information asked for? Al- 
though no penalty may be imposed, 
failure to furnish the requested data 
may lead to an examination of the em- 
ployer’s return.? It goes without saying, 
of course, that if information is given, 
it should be correct. 

The enforcement program appears to 
be well thought out and should be 
a long step in the direction of seeing 
to it “that every taxpayer should pay 
his just taxes.” The technique em- 
ployed is the familiar one of requiring 
employers to do much of the work at 
their own expense. But perhaps that 
will be less expensive in the long run 
than time required by an audit if one 
is made necessary because the indicated 
information is not provided. 

Let us consider, then, how the em- 
ployer can most efficiently discharge his 
new duties. The answer lies in records— 
the bane of an employer’s existence. 
With thought and imagination, record 
keeping can be minimized, and in fact 
very little more may be required than 
is presently involved in the records al- 
ready maintained. New habit patterns 
will have to be established, not the least 
important of which will be to overcome 
initial resistance to the idea of becoming 
a party to a program designed to dry up 
the well of sub rosa 
benefits. But if taxpayers don’t help the 
Commissioner in drying up the well, 
the Commissioner has promised to ask 
Congress to help him. Moral considera- 
tions aside, therefore, it is a matter of 
self-interest for taxpayers to make the 
current enforcement program succeed. 
Otherwise, they risk new legislation. 

On the subject of records, the Service 
has said:5 

“Q. Is there any kind of formula that 
might fit all situations with regard to 
what type of records are required? 

“A. No precise formula can be pre- 
scribed for record-keeping that will meet 
all situations, but the records will usual- 
ly be deemed adequate if they disclose: 

“I. Why—the relation of the expendi- 
ture to the taxpayer’s business. The 


tax-free fringe 


business purpose of the expenditures 
must be established. 


1 TIR-204 (1/13/60). See also Rev. Rul. 59 410, 
1959-52 IRB 18; TIR-198 (12/29/59); Questions 
and Answers relating to TIR-198 submitted by the 
Internal Revenue Service; TIR-221 (4/4/60); Rev. 
Rul. 60-120, 1960-14 IRB 10, TIR-204. 

2 TIR-204. 

% See Questions and Answers relating to TIR-198 
submitted by the Service. 

* TIR-204. 

5 Questions and Answers re TIR-198. 

6 TIR-221. 
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“2. Who—the name of the person or 


persons entertained. 

“3. When—the date of the expendi- 
ture. 

“4. Where—the place of the expendi- 
ture, the recipient of the sums ex- 
pended and the nature of the product 
or service received. 

“5. How much—the amount of the ex- 
penditure. 
should be accom- 
panied by explanations and large items 


“Unusual items 
should be supported by evidence of 
payment. The same minimum require- 
ments should apply both to individual 
and to 
corporate or business payors of such 


recipients of reimbursements 


items.” 


Typical form 

Each employer will have to decide 
himself the kind 
made and how it will be used. Exhibit I 
expense 
voucher that will be the only form 
some taxpayers will need. 


for of record to be 


is a form of a single-sheet 


This form is for use by a partnership. 
If the employer is a corporation or 
proprietorship, it can use a similar form. 
Note that partnerships are required to 
report on payments to partners only. 
Employees are not mentioned.6 How- 
ever, if employers use a form like this 
for all employees, even those on whom 
it is not required to report, the em- 
ployee will be accounting to his em- 
ployer for his expenses in a way that 
IRS therefore, 
avoid the necessity of showing on his 


satisfies the and will, 

own individual return, as required by 

the Regulations:? 
“(1) The total of 


advances or 


all 


reimbursements 


amounts re- 
ceived as 
from his employer in connection with 
the ordinary and necessary business ex- 
of the 
amounts charged directly or indirectly 


penses employee, including 


to the employer through credit cards or 
otherwise: and 

“(2) The nature of his occupation, 
the number of days away from home on 
business, and the total amount of ordi- 


nary and nec essary business expenses 


paid or incurred by him (including 


7 Reg. 1.162-17(c). 

* But see note 10. 

® Reg. 1.162-17(b) (3). 

° Rev. Rul. 59-410. An expense account of a com- 
mission agent, if not required by the employer and 
verified by adequate procedures, does not consti- 
tute an accounting regardless of its detail, and the 
employee must follow the requirements of Reg. 
1.162-17(c) 
ances in gross income before taking deductions in 


and must include all expense allow- 


arriving at adjusted gross income. Rev. Rul. 59- 











those charged directly or indirectly to 
the employer through credit cards or 
otherwise) broken down into such broad 
categories as transportation, meals and 
lodging while away from home over- 
night, entertainment and 
other business expenses.” 

If the employer requires his employ- 
ees to use the form, there will be an 
accounting to the employer,8 and no 
report need be made on the employee's 
return unless he incurred and deducts 


expenses, 


expenses in excess of his reimburse- 
ment.® The form, incidentally, will show 
the amount, if any, of the unreimbursed 
expenses. 

Credit card bills or even individual 
charge sheets issued when using credit 
cards do not alone satisfy the require- 
ment of accounting. This is because 
there is no showing of the business na- 
ture of the expense.’® But this form 
fulfills the requirement of an account- 


ing by the employee to his employer.1! 


Per diems 


If the only expense involved is han- 
dled on a per diem basis, the account- 
ing process is satisfied if the per diem is 
reasonable. The Service says: 

“If an employee is paid no more 
than $15 a day when he is away from 
home overnight, and no more than 
1214¢ a mile for automobile expenses, 
he is deemed to have accounted to his 
employer. Even though his employer 
may not require substantiation for these 
amounts, the employee will not be re- 
quired to report these items on his 
return.”12 Recently, in Rev. Rul. 60- 
282 the IRS liberalized this rule of $15 
a day and 1214¢ a mile. The original 
figures were used because they are 125% 
of the allowances the Federal Govern- 
ment makes to its employees when they 
the 


recognized as 


travel, one and a quarter times 


Federal amount being 
fair and reasonable. The new ruling 
accepts allowances that grant higher 
amounts in certain geographical areas 
and higher mileages for initial miles. 
ruling that 


higher allowances based on salary or 


However, the cautioned 


grade will not qualify. 


396, 1959-51 IRB 5, TIR-198. 
11 Reg. 1.162-17(b) (4). 

12 Questions and Answers re TIR-198. See also 
Rev. Rul. 58-453, 1958-2 CB 67. 

18 IRC Section 162(a) (2). 

1t IRC Section 62(2) (B). 

15 Rev. Rul. 60-120. IRC Section 162(a) requires 
that an expense be both ordinary and necessary to 
be deductible. 

16 Cf. Olson, 17 TCM 287; 


Sutter, 21 TC 170 


(1953); Al J. Smith, 33 TC 861. 
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[Charles M. Walker is a member of the 
California bar and a member of the 
firm of Brady, Nossaman & Walker. 
This article is based on and brings up 
to date a talk he gave in Los Angeles 
and in San Diego, Calif., recently at the 
12th Annual Trust Forum sponsored 
by the Title Insurance and Trust Co.| 





The meals and lodging section of the 
form is applicable only for expenses 
incurred while home, for 
purposes both of itemized deductions!3 
and of determining an employee's ad- 
justed gross income.14 If a per diem 
system is used, the number of days and 
per diem be 


away from 


rate can shown 


on the 


form. 

In recording entertainment expenses, 
not only should the place, nature, and 
cost of the entertainment be shown, but 
it should also be possible 

1. To identify the persons entertained 
(by name or title or otherwise). 

2. To establish the business nature of 
the expense. 

3. To establish the reasons why it was 
necessary 

The atten- 
tion will be given to entertainment ex- 


to incur it.15 
Service warns that close 
penses because they are common to 
both personal and business use. The fol- 
lowing example is given in the Service 
publication Tax Guide for Small Busi- 
nesses, 1960 Edition: 

An invited a 
client to lunch to close a pending deal. 
The attorney pays a $6 check, which 
includes a $3 luncheon for himself and 
a $3 client. If the 
attorney can prove that he normally 
pays $1 for his lunch, he is entitled to 
deduct 


“Example: attorney 


luncheon for his 


$5 as entertainment expenses: 
$3 for the client and $2 for himself.’’16 

Because club also involve the 
personal element, they will be deductible 


only to the extent the club is used for 


dues 


business purposes. This requires proof 
of the relative use of the club for busi- 
ness and personal purposes. 

Since one of the objectives of the en- 
forcement program is to uncover travel 
expenses of members of the family or 
other expenses of a personal nature, 
voluntary disclosure of such items will 
save everybody’s time and will doubt- 
less be found out anyway. For that rea- 
son there is a place on the form to 
show such items. Depending upon the 
prevailing employer-employee practice, 
the personal expenses either will or will 
not be reimbursed, and the form will 
so show. In either case, the tax conse- 
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quences are clear. If there is no reim- 
bursement, the employer will have noth- 
ing to deduct, the employee will have 
nothing to report as income, and the 
employee will have paid his own per- 
there 
ment, the’ employer can 


is reimburse- 
deduct it as 
if total com- 
and the 
ployee will report it as additional com- 


sonal expense. If 
additional compensation 
pensation is reasonable, em- 
pensation and pay tax on it unless he 
can prove there is an offsetting deduc- 
tion. 


Payment and records 

Payment by the employer of the vari- 
ous travel and entertainment expenses 
can be made in a variety of ways. The 
form is flexible enough to cover many 
A payment of cash to the 
employee, while perhaps the simplest, is 
probably the least common, except per- 


of them. 


haps to pay mileage charges on travel 
around town. Payment may be made 
directly to an airline or railroad to 
cover transportation costs, for example, 
and to a hotel or issuer of a credit card 
to cover lodging, meals, and entertain- 
ment. If family members go along, the 
attributable to them 
shown at the appropriate place on the 
form. 


cost should be 


The enforcement program does not 
require a report on the employer’s tax 
return of expenses billed directly to the 
client by persons supplying legal, ac- 
counting, engineering, or other profes- 
sional services.17 Expenses shown on the 
form, therefore, if charged to a client, 
need not be reported. The form may, 
however, be a satisfactory substitute for 
present Sy stems used to support the ex- 
penses charged to clients. If so, no new 
record keeping will be involved by the 
and the further ad- 
vantage will be gained of having all 


use of the form, 


expenses of all employees, partners, etc., 
recorded on the same type of form. 


17 TIR-221. 

18 Questions and Answers re TIR-198. 

19 TIR-221. 

20 Questions and Answers re TIR-198. 

21 Rev. Rul. 60-120. 

22 Reg. 1.162-17(d) (1). 

8 IRC Section 267(b) sets forth the following: 

““(1) Members of a family, as defined in subsec- 
tion (c) (4) [i.e., brothers and sisters (whether 
by the whole or half blood), spouse, ancestors, and 
lineal descendants}; 

“*(2) An individual and a corporation more than 
50 percent in value of the outstanding stock of 
which is owned, directly or indirectly, by or for 
such individual; 

**(3) Two corporations more than 50 percent in 
value of the outstanding stock of each of which is 
owned, directly or indirectly, by or for the same 
individual, if either one of such corporations, with 
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By numbering client expense vouchers 
in one series and other expense vouchers 
in a different series, the client vouchers 
can be kept with client records, and the 
year-end reporting under the enforce- 
ment program can utilize only the other 
expense vouchers. By leafing through 
them (there being but one person’s ex- 
penses on any one voucher), there can 
be culled out the vouchers for the per- 
sons with respect to whom a report is 
due. The report, incidentally, is due 
with respect to the person whose name 
is signed on the bill or invoice for the 
full amount thereof, even though other 
reportable employees are present at the 
event for which the charge is made. The 
expenses should not be allocated among 
non-signing employees.18 


Acceptable practice 


The form is designed to provide an 
employer with an acceptable business 
practice in requiring an accounting of 
business expenses incurred by his em- 
ployees. Under the enforcement pro- 
gram of the Service, examining officers 
during each examination are directed to 
ascertain if the employer uses such a 
practice. If he does not, a list will be 
made of employees who received the 
expense allowances. 

“The Service will then decide, based 
upon the facts determined in connection 
with the examination, the extent to 
which the return of the individual em- 
ployees will be examined.”19 

The Service says: 

“Acceptable business practices in this 
sense would ordinarily comprehend re- 
quired written statements submitted by 
an employee to the employer showing 
the business nature and amount of ex- 
penses he incurred, broken down into 
broad categories, such as transportation, 
meals and lodging while away from 
home overnight, entertainment ex- 
penses, and other business expenses.”20 


respect to the taxable year of the corporation pre- 
ceding the date of the sale or exchange was, under 
the law applicable to such taxable year, a personal 
holding company or a foreign personal holding 
company; 

“(4) A grantor and a fiduciary of any trust; 

“(5) A fiduciary of a trust and a fiduciary of 
another trust, if the same person is a grantor of 
both trusts; 

“(6) A fiduciary of a trust and a beneficiary of 
such trust; 

“(7) A fiduciary of a trust and a beneficiary of 
another trust, if the same person is a grantor of 
both trusts; 

“(8) A fiduciary of a trust and a corporation 
more than 50 percent in value of the outstanding 
stock of which is owned, directly or indirectly, by 
or for the trust or by or for a person who is a 
grantor of trust; or 





At the same time the Service indicates 
that a flat allowance without a require- 
ment to substantiate amounts spent in- 
dicates the absence of an acceptable 


’ business practice. Another element of an 


acceptable business practice, as that term 
is here used, is a requirement that an 
expense account be examined and ap- 
proved by a person responsible directly 
or indirectly to the employer for a 
proper audit of the account, except, of 
course, that the person incurring the 
expense should not audit his own ac- 
count.21 An employer who wants to 
avoid provoking an examination of his 
employees’ returns, therefore, should 
adopt and follow an acceptable busi- 
ness practice. It is also well to keep 
in mind the provision of the Regula- 
tions dealing with substantiation of ex- 
pense items. The rule is stated that:?? 

“. , . taxpayers ordinarily will not be 
called upon to substantiate expense ac- 
count information except those in the 
following categories: 

“(i) A taxpayer who is not required 
to account to his employer, or who does 
not account; 

“(ii) A taxpayer whose expenses ex- 
ceed the total of amounts charged to 
his employer and amounts received 
through advances, reimbursements or 
otherwise and who claims a deduction 
on his return for such excess; 

“(iii) A taxpayer who is related to his 
employer within the meaning of section 
267(b),23 and 

“(iv) Other taxpayers in cases where 
it is determined that the accounting pro- 
cedures used by the employer for the 
reporting and substantiation of expenses 
by employees are not adequate.” 

The form, prepared with as many 
duplicates as desired, serves the three- 
fold purpose of (1) providing the em- 
ployer with information he needs to 
comply with the enforcement program, 
(2) supporting expenses charged to 


“(9) A person and an organization to which 
section 501 (relating to certain educational and 
charitable organizations which are exempt from 
tax) applies and which is controlled directly or 
indirectly by such person or (if such person is an 
individual) by members of the family of such in- 
dividual.” 

% See footnote 10. 

*% The Service has prepared a “worksheet” Form 
2106, Statement of Employee Business Expense, 
which is designed and intended to compute and 
support deductions on the employee’s own return. 
It accommodates much more information for that 
purpose than the draft form now under discus- 
sion, which, from the employee’s standpoint, is 
primarily for use in accounting to his employer. 
% Questions and Answers re TIR-198. 

27IRS Tax Guide for Small Business, 1960 Edition. 
28 TIR-204, supra. 
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clients, and (3) providing the employee 
with a means of accounting to his em- 
ployer and incidentally of providing 
him with much of the data he already is 
required to keep if, being required to 
account to his employer, he incurs and 
deducts expenses in excess of his reim- 
bursement, or if, not being required to 
account,24 he expects to file a correct 
return of his own.?5 


Other reportable expenses 


The attached form was designed to 
simplify the record keeping incident to 
payment of expense account allowances. 
It would be difficult, however, to devise 
a satisfactory form for general use to 
aid in substantiating deductions claimed 
for the maintenance and operation of 
yachts, lodges, and other similar pleas- 
ure-type facilities of a taxpayer. Nor 
does the Service go into great detail 
on this subject, saying merely: 

“A concurrent record of all expenses, 
together with a log record of all guests 
and their relationship to the taxpayer's 
business, will usually suffice for this pur- 
pose.’’26 

At the same time the Service states 
that the value of benefits accruing to 
officers by reason of their use of pleasure 
and recreational facilities of the cor- 
poration need not be reported on the 
schedule of expense account allowances. 
That schedule covers only expense allow- 
ances, reimbursements, and other cash 
payments to or on behalf of the officers. 
But there well may be an effort to tax 
the recipients of the benefits for the 
value of the benefits received. The fol- 
lowing example has been given:27 

“The D Company, a toy manufac- 
turer, owns a yacht ostensibly for the 
entertainment of customers and pros- 
pective customers. However, this yacht 
is used only by the corporate officers 
to entertain their families and personal 
friends. The company charges off $4,000 
during the year as the cost of maintain- 
ing and operating the yacht and the 
cost of food and beverages consumed 
thereon. Unless this expense when added 
to other compensation represents rea- 
sonable compensation for personal serv- 
ices actually rendered, no part of the 
$4,000 would be deductible by the cor- 
poration. The officer-stockholder must 
report his pro rata share of the $4,000 
as income, and he may not claim a de- 
duction for his share of the expense.” 

Time will tell whether the new en- 
forcement program will fulfill the an- 
nounced goal of the Service:28 
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EXHIBIT I: Record of payment by firm of travel and entertainment expenses 
incurred by or on behalf of partners and employees 


Client Expense Voucher No. 
Other Expense Voucher No. 


Amount 


TRANSPORTATION 
Mode of No.of Miles 
From To Date Travel (if auto) 
MEALS & LODGING 
(To be completed only if away from home) 
Date Of GOnare eis 55 <5 << so oR s off pubce'ne 0:8: 0 0-0 079 wipe 
Number of days away from home ......... 
Expenses: Meals 
Hotel 
ENTERTAINMENT 
Establishment Date Nature 
Persons present and business relationship 
MISCELLANEOUS EXPENSE 
Date Item 
eee Exvensz SUBTOTAL . «.65¢).ahe« es 6 8saes 


FAMILY AND PERSONAL EXPENSE 
(To cover expenses attributable to the attendance of members of family at conventions 
or business meetings; also vacation and other personal expenses) 
Transportation 5 th 
Meals and lodging ' 
Vacation and other personal expense $ 
TOTAL EXPENSE $ 
PAYMENT AND CHARGE ALLOCATION 


Payment as follows: 
Check Number 


or Petty Cash Date 

1. To the person mame DOM oS cieitcck sks ss. > ameeN ea $ 
2. Payment of expenses incurred by or 

on behalf of the person named below 

via the following charges (list payees 

separately) : 

(a) 

(b) 

(c) 
ToTtTaL PAYMENT O31 ee 

Total expense allocated as follows: 

Reimbursed expense charged to: 

CARMINE eR ce Ie nip ase Qkkes ace 0 o's) 4 Re 

Firm expense 

Personal expense of person named below ed $ 
Unreimbursed expense 

Tota. EXPENSE $ 


Dates, ae siG 
Approved by: . 


Name: 





“We feel that every taxpayer should 
pay his just taxes. Under no circum- 
stances does the Internal Revenue Serv- 
ice intend to allow taxpayers, whether 


they be few or many in number, in- 
fluential or unknown, petty chiselers or 
large-scale evaders, to escape their just 
taxes.” 
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IRS revocation of approval of tax-exempt 


Pomona plans raises collateral questions 


by. WILLIAM C. PENICK 


Although Rev. Rul. 60-370 merely holds that a donor under a Pomona-type tax- 


exempt life-income plan realizes income if the institution is bound to convert the 


gift property into exempt securities, the rationale of the ruling raises important 


questions, considered here by Mr. Penick, such as the treatment of trustees in an- 


alogous positions and the availability of the extra 10% charitable deduction. 


PAST FEW YEARS, educa- 


D' RING THI 
tional and 


all over the country have found their 


charitable institutions 
fund-raising problems considerably _re- 
duced when they had life-income plans 
to offer to prospective donors. Perhaps 
the most attractive of these plans in- 
volved the conversion of appreciated 
taxable securities into tax-exempt bonds 
through a contractual arrangement with 
a charitable or educational institution. 
One of the pioneers of this type of plan 
was Pomona College. 

Under this plan, a taxpayer would 
securities to an 


transfer appreciated 


institution with the understanding, 
either written or implied, that the in- 
stitution would sell them, invest the 
proceeds in tax-exempt securities, and 
pay income from those securities to the 
donor for his lifetime (and perhaps to a 
secondary beneficiary for the period he 
survives the donor). Some time ago, the 
Revenue Service ruled that, under cir- 
cumstances such as these, there would 
be no taxable gain on the conversion of 
taxable securities into tax-exempt issues, 
since the ultimate beneficiary of the 
itself.1 This 
was based on the treatment of life in- 


gain was the institution 
come contracts as irrevocable trusts with 
the donor being the life income bene- 
institution the re- 
642(c) 
trust to deduct income permanently set 


ficiary and _ the 


mainderman. Section allows a 


aside for a charitable purpose. Since 
under these life-income plans the gain 
was permanently set aside for the char- 
ity, the deduction would be ailowable 
and would nullify the gain. 

Quite naturally, as the advantages of 
this plan became better known, more 
institutions began offering it. Some of 
these institutions gave wide publicity 
to the tax advantages of the plan by 
advertisements in nationally circulated 
publications and by the issuance of 
them. It is the 


opinion of the writer that advertising 


brochures describing 





in itself should not affect the tax con- 
sequences of these transactions (many 
investment houses publicize the tax ad- 
vantages of municipal bonds generally, 
and no one has attacked the exempt 
bonds because of the 
advertising), but the emphasis was ap- 
parently directed too much toward the 
tax-savings aspects of these plans and too 
little to their charitable facets. In any 
event, the Revenue Service became quite 
concerned over the increasing popular- 
ity of these plans, and several months 
ago it was rumored that the Service was 
considering a ruling that would, in 
effect, reverse its prior position and 
deny some of the tax benefits of the 
plans. 


status of these 


Rev. Rul. 60-370 


Finally, the Service did rule on this 
matter on December 5, 1960.2 This rul- 
ing held that, where there is an express 
or implied obligation on the part of 
the exempt organization to sell the ap- 
preciated securities or other property 
and invest the proceeds in tax-exempt 
securities or to exchange them for ex- 
empt issues, coupled with an obligation 
to pay the income therefrom to the 
donor, the gain from the sale or ex- 
change is includable in the gross income 
of the donor. In effect, the Revenue 
Service treats the institution as acting 
for the donor, and there- 
fore, the sale of the taxable securities 
or property is for the account of the 
donor. Accordingly, in substance, the 


as an agent 


donor has not given the institution ap- 
preciated property to hold in trust but, 
rather, he has given the proceeds of 
the sale of the property. The ruling does 
hold that income from the exempt se- 
curities acquired by the institution that 
is subsequently paid to the donor will 
retain its exempt character in his hands.’ 
The ruling does not consider the ques- 
tion of allowance of the deduction for 
a charitable contribution by the donor. 





Presumably, a contribution deduction 
would be allowed for the present valuc 
of the remainder interest that ultimate- 
ly goes to the institution.4 The prin- 
ciples announced in the ruling are ap- 
plicable only to transfers of property or 
securities after December 2, 1960. 

The ruling states that the obligation 
of the institution to sell or exchange 
the donated property may also arise by 
implication rather than under the ex- 
press terms of the contract with the 
donor. The ruling notes: “For example, 
a taxpayer may transfer appreciated 
property to an educational or charitable 
organization in reliance upon advertise- 
ments or brochures stating that the or- 
ganization will sell such property and 
invest the proceeds in tax-exempt se- 
curities, or exchange the property for 
tax-exempt securities.” Under these cir- 
cumstances, the Service would take the 
position that there is an implied obliga- 
tion on the part of the institution to 
sell or exchange the property and to 
purchase tax-exempt securities, Since the 
establishment of an implied obligation 
on the part of an institution may in- 
volve a factual determination, the Rev- 
enue that no 
advance rulings will be issued as to 


Service has announced 
whether there is an obligation to sell or 
exchange the transferred property and 
invest the proceeds in tax-exempt se- 
curities. 


Other problems 


Because of the widespread use of 
these plans, it will be interesting to see 
whether any of the institutions that have 
so aggressively promoted their use will 
attack the new Revenue Service posi- 
tion. 

Interesting problems may also arise 
where a donor actually creates a trust, 
with an independent trustee, providing 
that income be paid to him and to othe1 
designated persons for life, after which 
the trust will terminate and the corpus 
will be distributed to a charitable in- 
stitution. Where the trustee has wide 
investment powers and, within the 
framework of these powers, he sells ap- 
preciated securities that 
donated to the trust and 


have been 


invests the 


1 Rev. Rul. 57-507, 1957-2 CB 511; letter ruling to 
Pomona College dated 3/12/58. 

2 Rev. Rul. 60-370, IRB 1960-49. 

® IRC Section 652(b). 

4 Regs. 1.170-1(d). 

5 Letter ruling to Pomona College, dated 2/11/59; 
unpublished ruling to Presbyterian Church Foun- 
dation, dated 2/6/59. 

® Rev. Rul. 60-370, supra. 
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[William C. Penick is a partner in the 
national accounting firm of Arthur An- 
dersen & Co. and is in charge of the 
tax department of the firm’s New 
Orleans office.) 





proceeds in municipal bonds, it is difh- 
cult to see how the Revenue Service 
could tax the gain to the donor. Here 
again, however, if the Revenue Service 
could show that there was an implied 
agreement between the donor and the 
trustee that the securities would be 
converted into exempt issues, the Serv- 
ice would quite likely challenge these 
arrangements under the same _ theory 
that was announced in Rev. Rul. 60- 
370. 

Another facet of these plans involves 
the limitation on the deduction for con- 
tributions. Section 170(b)(1)(A) permits 





Legal separation not prerequisite for 
taxable alimony. In 1957 taxpayer, sepa- 
rated from her husband, received $3,900 
in alimony payments pursuant to court 
decree. Taxpayer did not report the in- 
come on the grounds that she was not 
legally separated under state law. The 
Tax Court rules that the $3,900 is tax- 
able. Under the 1954 Code, support pay- 
ments to a separated wife are taxable, 
regardless of whether the parties were 
legally separated. Rankin (270 F.2d 160) 
is distinguished in that it was decided 
under the 1939 Code, which taxed ali- 
mony only to a party who was divorced 
or legally separated. The court rejects 
taxpayer’s argument that part of the 
payments were for the support of a 
child born after the original alimony 
should not be 
taxed. The alimony decrees did not 


award and, therefore, 
specifically fix an amount as being pay- 
able for the support of the child. Kirby, 
35 TC No. 39. 


*Out-of-pocket 
ductible in sham Treasury note trans- 


expenses are not de- 
action. Taxpayer purchased $2 million 
notes, 
$3,000 in cash and executing a note se- 


face amount Treasury paying 
cured by the Treasury notes for the re- 
mainder of the purchase price. Tax- 
payer was not personally liable on the 
note. Taxpayer assigned his interest in 
the Treasury notes to a charity, which 
subsequently ordered the sale of the 
notes and realized $750 net. ‘Taxpayer 
deducted the $750 as a charitable gift, 


New decisions affecting individuals 


an additional 10% allowance for con- 
tributions by individuals to churches, 
schools, or hospitals. The Revenue Serv- 
ice has previously ruled that contribu- 
tions under life-income plans with 
churches or schools do qualify for the 
additional 10% allowance.5 It is now 
understood that the Revenue Service 
is reconsidering its position on this 
matter. In this connection, the Service 
has stated that further changes in its 
position on transfers of property not in- 
volving a conversion to exempt securi- 
ties will be prospective only.® 

As is so often the case in matters of 
this sort, the ruling leaves unanswered 
a number of questions, probably by 
intent, but tax advisers are certainly put 
on notice that this type of charitable 
giving is clearly under attack by the 
Revenue Service. ¥ 


and the entire interest expense pur- 
portedly incurred in the transaction. 
The court disallows the entire interest 
expense, since it finds the entire trans- 
action was a sham. The court refuses to 
follow Becker (277 F.2d 146), which 
would allow taxpayer his out-of-pocket 
losses, 
since it holds that here the expenses 
were not incurred in a transaction en- 
tered into for profit, which it finds is a 
requisite for any deduction. The chari- 
table deduction is allowed. One dissent 
argues that the case is controlled by 
the Becker case. DeWoskin, 35 TC No. 
44. 


expenses as short-term capital 


Embezzler can’t deduct his payments in 
restitution. Taxpayer, a bank manager, 
credited a depositor’s account with fic- 
titious deposits and honored overdrafts 
for the same depositor. Taxpayer in- 
demnified the bonding company in part 
and deducted the amounts paid as an 
ordinary and necessary business expense 
under Section 162(a). The court holds 
that regardless of whether the payments 
are necessary, they are not ordinary, 
since it is not ordinary for a bank 
manager to defraud his employer. The 
court distinguishes Heininger (320 U.S. 
467), which allowed a deduction for 
litigation expenses incurred in unsuc- 
cessfully defending a civil mail fraud 
order that barred the taxpayer from 
using the mails, on the ground that in 
that case the taxpayer was attempting 
to prevent the destruction of his busi- 
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ness, but here taxpayer is not attempt- 
ing to retain his employment with the 
bank. The payment is not deductible 
as a loss under Section 165, since to 
allow the loss would frustrate public 
policy. The court allows the interest 
deduction, since it finds the interest is 
not a penalty but rather represents com- 
pensation to the bonding company for 
use of its money. Wusich, 35 TC No. 36. 


Rental payments on co-op apartment are 
deductible; it was no longer a residence. 
The taxpayers lived in a co-operative 
apartment from 1944 to June 1949, 
when they moved to a new home. The 
taxpayers listed the apartment for sale 
with brokers, and some time later made 
efforts to rent, as well as to sell, the va- 
cant apartment. They contended that 
the lease and shares of stock in the 
apartment constituted property held for 
the production of income in 1951 and 
that the rent paid for that year, together 
with a lump-sum payment for cancella- 
tion of the lease, was deductible as an 
ordinary and necessary expense incurred 
in the management, conservation, and 
maintenance of the property held for 
the production of income. This court 
holds that the amount paid as rent for 
the period of the taxpayer’s ownership 
of the 1951 should be 
treated as an ordinary and necessary 
expense, since the property had ceased 


lease during 


to be the taxpayer’s residence and was 
held for the production of income dur- 
ing 1951. The lump-sum payment, repre- 
senting the amount paid for cancella- 
tion of the lease and being, in effect, 
an advance payment of rent for the 
benefit of taxpayer’s assignee, is allocable 
to the period after assignment of the 
lease and shares and, therefore, is not 
a deductible expense. Briley, DC Ohio, 
11/7/60. 


Loss on sale of co-operative apartment 
stock not deductible. After the taxpayers 
had moved out of the co-operative apart- 
ment they had previously occupied as 
their residence and after attempting to 
sell or rent the apartment for some 
period of time, the taxpayers were finally 
able to dispose of their lease and to sell 
the shares of stock in the apartment 
corporation. On their Federal income 
tax return, they sought to deduct the 
loss sustained from the sale of the co- 
operative apartment stock as a capital 
loss. This court holds that the evidence 
does not support a conclusion that the 
taxpayer's purchase of the stock and 
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lease constituted a transaction entered 
into for profit and, therefore, no deduc- 
tion for capital loss is allowable. Briley, 
DC Ohio, 11/7/60. 


Tax Court allows a $13,000 casualty 
loss for damage to garden. ‘Taxpayer's 
residence in Seattle, Washington, in- 
cluded an elaborate garden developed 
over a period of 25 years at a cost of 
$50,000 to $60,000. In 1955, following 
an unseasonably hot and dry summer, a 
sudden and unusual November freeze 
lasting six to eight days caused consid- 
erable damage to trees, plants, and 
shrubs. Taxpayer’s cost of restoring his 
garden to its prior condition would 
have exceeded $21,000. Taxpayer ac- 
tually spent about $10,000 removing 
destroyed trees and plants and purchas- 
ing and planting new ones. Taxpayer 
claimed a loss of $17,500, but the Com- 
missioner sought to limit the deduction 
to $9,500. Applying the rule that the 
deductible loss is the difference between 
the value of the property immediately 
before and after the casualty, the Tax 
Court allows a deduction of $13,125. 
Graham, 35 TC No. 35. 


**CA-9 criticizes Tax Court’s tempo- 
rary v. indefinite rule. The taxpayer 
was employed by Douglas Aircraft Com- 
pany 1952, he was sent to 
Edwards Air Force Base, where he re- 
mained from December 15, 1952, until 
about the end of January 1954. He was 
classified by Douglas as on temporary 
assignment, was transferred on a travel 
order that expired after 90 days, and 
was paid a special allowance of $7 per 
diem. The 90-day limitation on tax- 
payer’s travel order was imposed as a 
matter of company policy to further 
company control and to permit the em- 


when, in 


ployer to qualify under Armed Forces 
Procurement Regulations for reimburse- 
ment of certain costs. In fact, the tax- 
payer’s tour of duty at Edwards was not 
initially limited to 90 days, although it 
does not appear that any representations 
were made to the taxpayer regarding the 
length of his stay at Edwards. The tax- 
payer was told that he would work at 
Edwards for as long as he was needed 
there. The Tax Court held that the 
taxpayer's employment was indefinite, 
rather than temporary, because “it could 
not be foreseen that termination would 
occur within a fixed or reasonably short 
period.” It therefore disallowed meals 
and lodging while he was there. This 
court says it cannot agree with so me- 
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chanical a test. Instead, it establishes the 
rule that an employee might be said to 
change his tax home if there is a reason- 
able probability known to him that he 
may be employed for a long period of 
time at his new station. What con- 
stitutes a “long period of time” varies 
with circumstances surrounding each 
case. Under the circumstances in this 
case, however, the reasonable probabil- 
ity known to the taxpayer was that his 
employment at Edwards would be rela- 
tively short, and thus this court holds 
that the taxpayer should be allowed to 
deduct his legitimate and reasonable 
travel, meals, and lodging expenses in- 
curred during the year 1953. Harvey, 
CA-9, 11/1/60. 


Late occupancy of new residence brings 
tax on sale of old. Under 1954 Code 
Section 1034, a taxpayer need not recog- 
nize gain on the sale of a residence if 
the proceeds of sale of the old residence 
are used to construct a new residence 
that the taxpayer occupies within 18 
months of the date of the sale of the 
old. Taxpayers sold their residence on 
April 15, 1954, at a gain. Prior to April 
15, 1955, they commenced construction 
of a new residence. Although construc- 
tion of the new residence was not com- 
pleted by October 15, 1955 (18 months 
after the sale of the old), taxpayers had 
already expended on the new residence 
an amount in excess of the adjusted 
sales price of the old. On October 14, 
1955, in an effort to meet the 18-month 
deadline, taxpayers put some furniture 
into the incompleted house but did not 
actually move in until more than two 
months later, in late December 1955. 
Construing Committee reports and the 
Regulations to mean that the new resi- 
dence must be actually lived in within 
the required period, the Tax Court 
rules that the gain on the sale of the 
old residence is taxable. The court 
allows taxpayers to use the installment 
method of reporting the gain as re- 
quested by taxpayers’ amended petition. 
A taxpayer must ordinarily make this 
election on the return where the gain 
is originally reported. However, since 
these taxpayers innocently treated the 
gain as non-recognized on their original 
return, the later election to report on 
the installment basis was timely. Bayley, 
$5 TC No. 37. 


*Doctor’s choice of annuity for services 
was constructive receipt. Taxpayer-doc- 
tor was a radiologist who, under an 


oral agreement, rendered services to 
two hospitals and received a percentage 
of X-ray charges made by the hospitals. 


_In 1954 taxpayer requested the hospitals 


to purchase annuities for him in lieu of 
his receiving the percentage. The hos- 
pital complied with his request. Subse- 
quently, taxpayer and the hospitals 
agreed to pay certain amounts directly 
to him and to use the balance to pur- 
chase annuities. Taxpayer did not re- 
port the purchase of the annuities as 
income. Since 1942 the law had pro- 
vided that employees of exempt institu- 
tions would not be taxed on annuities 
purchased for them until they collected 
the proceeds. The Tax Court found, and 
this court affirms, that this provision was 
not intended to cover situations such as 
this where, in effect, the taxpayer mere- 
ly directed investment of his compensa- 
tion. He constructively received the in- 
come. [The 1958 Technical Amendments 
Act provides that such annuities are tax- 
able income to employees of exempt in- 
stitutions to the extent they exceed an 
exclusion allowance.—Ed.] Zelterman, 
CA-1, 11/28/60. 


Attorney's expenses in building client’s 
public relations are not deductible. Tax- 
payer was a partner in a law firm re- 
tained as local counsel by Pan American 
World Airways. He felt that the com- 
pany expected him to do public rela- 
tions and sales promotion work in addi- 
tion to rendering legal services. He dis- 
cussed with the client the possibility of 
increasing air traffic to South America 
by publicizing the tourist attractions of 
South America. Accordingly, the airline 
agreed to furnish transportation to tax- 
payer and his wife for a three-month 
tour of South America. Upon his re- 
turn, taxpayer prepared a brochure of 
the trip, listing their itinerary and in- 
formation on hotels, shops, and points 
of interest to tourists. Copies were dis- 
tributed to anyone interested. In addi- 
tion, taxpayer would often show pic- 
tures of the trip to dinner guests at his 
home. In his capacity as a prominent 
horticulturalist, taxpayer addressed 
groups on South American gardens. Tax- 
payer claimed a business deduction for 
the expenses of the trip for which he 
was not reimbursed by the client (lodg- 
ing, meals, domestic transportation, 
etc.). Stating only that taxpayer’s trip 
could not be classed as a business trip 
on behalf of the client, the Tax Court 
disallows the deduction. Graham, 35 TC 
No. 35. 
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Qualifying under final Kintner rules 


will be difficult in most states 


by BERNARD WOLFMAN & JOSEPH W. PRICE, 3rd 


With the issuance of the final Regulations under Section 7701, tax advisors for 


professional groups that would like to qualify as associations taxable as corporations 


have at long last the Treasury’s guidance. Mr. Wolfman and Mr. Price here analyze 


the new Regulations, pointing out the areas where trouble may arise. The major 


problem facing professionals eager to qualify will be the barring of groups formed 


in states that have adopted the Uniform Partnership Act. 


Bee THE Cope accords different 
tax treatment to corporations, part- 
nerships, and trusts,! the method of tax- 
ing a particular entity will depend upon 
its classification. However, the statutory 
definitions are not identical with the 
commonly accepted meaning of such 
terms under state law; in particular, the 
Code’s definition of a corporation in- 
cludes an association which is not itself 
defined and which does not automatical- 
ly convey a specific meaning which is 
mutually exclusive of the terms part- 
nership and trust as they are used in 
the Code.2 On the other hand, the 
term “partnership” is defined, by the 
Code, to include a “syndicate, group, 
pool, joint venture, or other unincor- 
porated organization which is not 
a trust or estate or a corporation.”3 This 
circuitous approach to basic definition 
has created a long history of litigation 
that has been unsatisfactory for both 
the tax collector and the taxpayer. 
Until very recently, all of the litigated 
cases (other than attacks on family part- 
nerships) have involved a claim by the 
Commissioner that a particular entity 
was an association, although its state- 
law form may have been that of a trust 
or partnership. He was supported in 
the Supreme Court 
in the leading case of Morrissey (296 
U.S. 344, 1935) and the many cases fol- 
lowing it. In these cases, the courts 
found that, although the form of the 


this position by 


organization was that of a partnership 
or trust, it, nevertheless, contained at- 
tributes more resembling those preva- 





lent in a corporation. Morrissey treated 
law trust organized and 
operated for the purpose of subdividing 
and selling real estate as an association 
taxable as a corporation. It did so be- 
cause it concluded that the organization 
had more of the attributes of a corpora- 
tion than of an ordinary trust, e.g. (1) 
associates, (2) carrying on a business, (3) 
centralized control, (4) limited liability, 
(5) continuity of life, and (6) transfer- 
ability of interests. 


a common 


On the other hand, in 1954, an un- 
incorporated taxpayer took the opposite 
side in an effort to be classed as a cor- 
poration so that its members would be 
entitled to the benefits of a qualified 
pension plan.4 This case, Kintner (216 
F.2d 418, CA-9, 1954), involved an un- 
incorporated business entity consisting 
of a number of physicians who had 
joined together for the purpose of con- 
ducting a group medical practice. The 
taxpayer convinced the court that the 
group had the attributes determined in 
Morrissey to require taxation as an as- 
sociation (and hence a corporation).5 

The Revenue Service elected not to 
follow this decision and issued Rev. 
Rul. 56-23 (1956-1 CB 598), holding that 
a group of doctors who adopt the form 
of an association in order to obtain the 
benefit of corporate status for the pur- 
pose of installing qualified pension and 
profit-sharing plans constitute a partner- 
ship. Therefore, the members were not 
eligible to enjoy the benefits of such 
plans. Later on, however, the Revenue 
Service modified this position by an- 
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nouncing, in Rev. Rul. 57-546 (1957-2 
CB 886) that such an organization may 
constitute an association, even at the 
instance of the taxpayer, if it possesses 
the necessary attributes. This ruling did 
not state what they were, but promised 
that the basic criteria would be pub- 
lished at a later date. 

The first step in establishing such 
basic criteria took place on December 
23, 1959, with the publication in the 
Federal Register of proposed Regula- 
tions under Section 7701, relating to 
definitions. A hearing took place on 
these proposed Regulations in Washing- 
ton on February 25, 1960. During the 
course of this hearing, it quickly became 
apparent that neither the groups advanc- 
ing the interests of medical groups nor 
those representing real estate syndicates. 
were happy with the proposals. The 
medical groups felt that it would be 
difficult for their organizations to be 
classified as associations (which they 
wanted), and the real estate syndicates 
took the position that many syndicates 
operating as limited partnerships would 
be treated as associations (which they 
did not want). The final Regulations 
under this section, issued on November 
15, 1960, set forth the definitional 
rules in this area.6 Although they consti- 
tute a substantial step in the direction 
of clarity, some areas remain beclouded. 


Choice of law 


Choice of law is the first substantial 
question with which the Regulations are 
concerned. Will a business organization’s. 
classification for tax purposes as a cor- 
poration, partnership, or trust be made 
by reference to the laws of the state 
in which it is formed or by reference 
to a more uniform Federal standard? 

Both the proposed and the final Regu- 
lations resolve this reference question by 


1 Corporations are taxed under Section 11 and the 
provisions referred to in Section 12 of Subchapter 
A of Chapter 1 of Subtitle A; partnerships are 
taxed under Sections 702-771 (Subchapter K) ; and 
trusts are taxed under Sections 641-682 (Subchap- 
ter J, Part I). 

2“The term ‘corporation’ includes associations, 
joint stock companies and insurance companies.” 
Section 7701 (a) (3). 

8 Section 7701 (a) (2). 

4 The advantages of qualified pension and profit- 
sharing plans (Subchapter D, Sections 401-404) 
are available only to employees. The members or 
partners in an unincorporated business enterprise 
may not be classified as employees; if an organiza- 
tion has corporate status, however, its owners may 
so qualify. 

5See also Galt, 175 F. Supp. 360, (DC Tex., 
1959) and Pelton, 82 F.2d 473 (CA-7, 1936). 

® These Regulations, published as Treasury Decis- 
ion 6503, are numbered consecutively from Sectiom 
801.7701-1 to Section 301.7701-11. 
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[Bernard Wolfman is a member of the 
Philadelphia law firm of Wolf, Block, 
Solis-Cohen. Joseph W. 
Price, 3rd, is a member of the Phila- 
delphia law firm of Duane, Morris & 
Heckscher.| 
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providing that the tests or standards for 
determining the classification of an or- 
determined under the 
Revenue Code.? With this as 
the premise, and oblivious of the fact 


ganization are 


Internal 


that the Code does not actually set forth 
any tests or standards, the Regulations 
conclude that “a particular organization 
might be classified as a trust under the 
law of one State and a corporation un- 
der the law of another State. However, 
for purposes of the Internal Revenue 
Code, this organization would be uni- 
formly classed as a trust, an association 
(and, therefore, taxable as a corpora- 
tion), or some other entity, depending 


on its nature under the classification 
standards of the Internal Revenue 
Code.”’8 

The Regulations also reiterate the 


long-standing provision of the statute 
that for tax purposes a partnership is 
not limited to the common-law concept 
of a partnership, and that taxation as 
a corporation is not limited to those 
artificial entities known under state law 
as corporations, but also includes the 
broader categories of association, joint 
stock company, and insurance company. 
this 
tempt to secure national uniformity of 


Notwithstanding bootstrap at- 


classification, the Regulations neverthe- 


less find it advisable to refer to state 


law. Local law is to determine whether 
the legal relationships which have been 
established in the formation of an or- 
that 


for a particular classification are met. 


ganization are such the standards 


“Thus, it is local law which must be 


applied in determining the legal 


relationships of the members of the 
organization among themselves and with 
the public at large, and the interests of 
the members of the organization in its 
assets.”’10 

Concretely, the Federal-state choice-of- 
law dichotomy can best be described by 
an example. As we shall see, continuity 
of life is a test or standard federally de- 
termined by the Regulations as an at- 
tribute tending toward the clasisfication 
of an association 
rather than a partnership.1! But whether 


a particular organization is 


organization as an 


endowed 
with the attribuce of continuity will be 
determined under state law.12 If an or- 
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ganization is governed under state law 
by the provisions of the Uniform Part- 
nership Act, so that it will be dissolved 
upon the death of a member, the or- 
ganization is deemed to lack continuity, 
any provision in the articles of associa- 
tion or partnership agreement to the 
contrary notwithstanding; on the other 
hand, if an organization is not governed 
by the Uniform Partnership Act, and an 
agreement among the parties which pro- 
vides for continuity upon the death of 
a member is effective under state law, 
then the organization will be deemed to 
have met the federally determined test 
of continuity of life.13 [However, or- 
ganizations in states governed by the 
common law of partnerships would ap- 
pear to be dissolved upon the death of 
therefore, lack 
continuity of life.—Ed.] 


a member and, would 


Associations characterized 

The Regulations define an association 
as “an organization whose character- 
istics require it to be classified for pur- 
poses of taxation as a corporation rather 
than as another type of organization 
such as a partnership or a trust.”14 They 
further conclude that six characteristics 
are “ordinarily found in a pure corpo- 
ration which, taken together, distinguish 
it from other organizations. These are: 
(1) associates, (2) an objective to carry 
on business and divide the gains there- 
from, (3) continuity of life, (4) central- 
ization of management, (5) liability for 
debts limited to 
property, and (6) free transferability of 
interests,”"15 


corporate corporate 


It is recognized that some of the char- 
acteristics of a pure corporation are not 
in all cases truly distinguishing. Some of 
them are common both to corporations 
and to partnerships and, therefore, can- 
not serve to distinguish a corporation 
from a partnership. Others are common 
both to trusts and corporations and, 
therefore, cannot serve to distinguish a 
trust from a corporation. It is clear, for 
example, that centralization of manage- 
ment, continuity of life, free transfer- 
7 Reg. 301.7701-1(b). Cf. Proposed Reg. 301.7701-1 


(b) and Cromartie, ““Taxpayers and Taxable Enti- 
ties: Definition and Classification,” 38 Taxes 918 


(1960). 

5 Reg. 301.7701-1(c). 

® Id. 

10 Td. 

' Reg. 301.7701-2(a) (1). 
2 Reg. 301.7701-2(b) (2) and (3). 
18 Td. 

14 Reg. 301.7701-2(a) (1). 
8 Td. 

16 Reg. 301.7701-2 (a) (2) 
Wd. 





ability of interest, and limited liability 
are the normal attributes of both the 
trust and the corporation. Finding them 
in a trust, therefore, cannot lead to the 
conclusion that it is to be classified as 
an association and thus taxed as a corpo- 
ration, or virtually all trusts would be 
so classified, and we should have to 
abandon the notion of the trust as an 
entity uniquely taxable under Subchap- 
ter J. Therefore, the other two character- 
istics, associates and an objective to 
carry on business and divide the gains 
therefrom, are the crucial elements of 
distinction between a trust which is to 
be taxed as such under Subchapter J 
and an association.16 

On the other hand, a comparative 
analysis of the ordinary partnership and 
the pure corporation readily demon- 
strates that associates and an objective 
business and divide the 
gains therefrom are found in both forms 
of business organization and so cannot 
to distinguish The 
tinguishing characteristics in this in- 
stance must, therefore, be centralization 


to carry on 


serve them. dis- 


of management, continuity of life, free 
transferability of interest, and limited 
liability.17 

The proposed Regulations did not 
state categorically the weight to be 
ascribed to one particular attribute as 
compared with another or how many 
attributes 
would have to be found in an unincor- 
porated business enterprise for it to be 
taxed as an rather than a 


nor did they state how 


of the so-called corporate 


association 
partnership; 
many of the distinguishing corporate- 
analogous characteristics would have to 
exist in a trust in order to take it out 
of Subchapter J and subject it to tax- 
ation as a corporation. They left it to 
a determination of whether the organ- 
ization more nearly resembles a cor- 
poration than a partnership or a trust.1§ 
The final Regulations, however, ampli- 
fy the resemblance rule by providing 
that an unincorporated business enter- 
prise may not be classified as an as- 
sociation unless “such organization has 
18 Proposed Reg. 301.7701-2(a) (1). 
1 Reg. 301.7701-2(a) (3). 
20 Id. 
21 Although the Regulations are silent as to the 
meaning of associates in their discussion of the at- 
tributes of an association, they shed a little light 
in Section 301.7701-4(a), where an ordinary trust 
is distinguished from one which will be treated as 
an association. It is there indicated that, if the re- 
sponsibility for the protection and conservation of 
property cannot be shared by the beneficial own- 
ers, they are not “associates in a joint enterprise 


for the conduct of business for profit.” 
22 Reg. 301.7701-2(b) (1). 
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more corporate characteristics than non- 
omitting from 
this count those characteristics which are 
common to both types of organization.19 
Thus the Treasury has decided to pro- 
vide a rule of certainty, based upon a 
quantitative and not a qualitative ap- 


corporate characteristics,’ 


proach to the problem. As an example 
of the application of this approach, the 
Regulations posit a limited partnership 
with centralized management and free 
transferability of interest; it lacks, how- 
ever, limited liability, continuity of life, 
and any other characteristic which is 
“significant in determining its classifi- 
cation.” It has associates and an objec- 
tive to carry on business and divide its 
gains, of course, but those attributes are 
not significant, since they do not dis- 
from a_part- 
nership. Thus, since the hypothetical 


tinguish a corporation 


limited partnership has only two of four 
distinguishing corporate characteristics, 
it lacks a majority and will, therefore, 
be classified as a partnership.?° 

In their analysis of the standards or 
tests for an association, the Regulations 
do not amplify the meaning of associ- 
ates or an objective to carry on business 
and divide the gains therefrom;?! they 
explore at length, however, the content 
of the four crucial characteristics. 

The Regulations do not bottom the 
concept of continuity on the actual fact 
of continuation of business by all or 
most of the continuing or surviving 
members of an organization, nor upon 
a contractual provision calling for con- 
tinuity of business. Whether or not 
continuity of life exists in any given 
organization is made to depend entirely 
on whether a will be ef- 
fected upon the “death, insanity, bank- 


dissolution 


ruptcy, retirement, resignation or ex- 
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pulsion of any member. If dissolution 
results, the organization does not have 
the corporate attribute of continuity; 
will it does. 
Even in the case of a limited partner- 
ship, continuity of life is not deemed to 
exist if the 


if dissolution not result, 


death, or in- 
sanity of a general partner will effect 


retirement, 


Id. Section 20 of the Uniform Limited Partner- 
Act provides that dissolution of a limited 
partnership may be avoided, notwithstanding the 
retirement, death, or insanity of a general partner, 


ship 


if “the business is continued by the remaining gen- 
eral partners (a) under a right so to do stated in 
the certificate, or (b) with the consent of all mem- 
Suppose in the certificate itself all of the 
members bind themselves from the first to con- 
tinue the business notwithstanding a retirement, 
death, etc., of a general partner. This would ap- 
pear to be effective to prevent dissolution and 


bers.” 


should, therefore, give the organization continuity 
of life. The Regulations do not apparently tontem- 


a dissolution of the partnership, unless 
the remaining general partners or all 
remaining members agree to continue 
the partnership.23 [Moreover, it would 
appear that continuity of life would not 
exist if the general partner possesses the 
power to dissolve the limited partner- 
ship by reason other than the retire- 
ment, death, or insanity of a general 
partner. See ULPA Sections 9 and 29 
and Reg. Section 301.7701-2(b)(3).—Ed.] 

Dissolution is defined by the Regula- 
tions as “an alteration of the identity 
of an organization by reason of a change 
in the relationships of its members as 
determined under local law.’’24 Since a 
general partner’s resignation from a 
general partnership destroys the mutual 
agency between that partner and _ his 
co-partners, “and thereby alters the per- 
sonal relation between the partners 
which constitute the identity of the 
partnership itself, the resignation of a 
partner dissolves the partnership.” On 
the other hand, a corporation has a 
continuing identity separate from the re- 
lationship among its shareholders, and 
the death, insanity, or bankruptcy of a 
shareholder or the sale of his interest 
has no effect on the entity itself and 
does not work a dissolution of the or- 
ganization.25 

We know the courts have held that 
contractual arrangements to continue a 
partnership even after the death of a 
partner were effective to prevent the 
termination of a partnership and the 
early closing of its fiscal year.26 But the 
Treasury obviously treats termination as 
a concept wholly different from that of 
dissolution. The Regulations provide ex- 
plicitly that “an agreement by which an 
organization is established may provide 
that the business will be continued by 
the remaining members in the event of 
the death or withdrawal of any member, 
but such agreement does not establish 
continuity of life if under local law the 
death or withdrawal of member 
causes a dissolution of the organization. 


any 


Thus there may be a dissolution of the 
organization and no continuity of life 


plate a situation where in the certificate itself the 
members are not merely granted the right to con- 
tinue the partnership but actually bind themselves 
to do so. See Reg. 301.7701-2(b) (3). 

* Reg. 301.7701-2(b) (2). 

* Td. 

2% Girard Trust Co., 182 F.2d 921 (CA-3, 1950); 
Samuel Mnokin Estate, 154 F.2d 189 (CA-8, 1950); 
Hunt Henderson Estate, 155 F.2d 310 (CA-5, 
1946); Tyree (20 TC 675, 1953, acqg.). See also 
Rev. Rul. 144, 1953-2 CB 212 and Section 706 of 
the 1954 Code. Cf. Waldman, 196 F.2d 63 (CA-2, 
1952). 

27 Reg. 301.7701-2(b) (2). Under Section 706, how- 
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although the business is continued by 
the remaining members.”?7 

The provisions of the proposed Regu- 
lations were substantially the same as 
those finally adopted in making dissolu- 
tion the determinant of continuity of 
life. The proposed Regulations, how- 
ever, did not make specific reference to 
the Uniform Partnership Act (UPA) or 
the Uniform Limited Partnership Act 
(ULPA). Study of the UPA makes it 
clear that dissolution will result from 
the death, bankruptcy, or withdrawal 
of any partner, despite any agreement 
to the contrary and the actual contin- 
uation of business.2® As a 
quence, it appeared to some of those 


the conse- 
who analyzed the proposed Regulations 
that it would be impossible for an un- 
incorporated organization formed under 
the Uniform Partnership Act to have 
the attribute of continuity, even if dis- 
solution could be effected only by an 
act in “contravention of the [partner- 
ship] agreement.”29 But the proposed 
not explicitly 
that an organization formed under the 


Regulations did state 
UPA would ipso facto lack continuity. 
It was pointed out by witnesses at the 
Treasury hearing held on the proposed 
Regulations that this result necessarily 
followed and that, therefore, the clinic 
involved in the Kintner case would lack 
continuity since its state of formation 
had enacted the UPA.3° Representatives 
of the Bar 

filed 
Treasury that the inference to be drawn 


Philadelphia Association 


stated in their brief with the 


from the proposed Regulations was 
“that no ‘Kintner’ organization can ex- 
ist in any state which has adopted the 
[Uniform Partnership] Act and be taxed 
as an association.” It was, therefore, 
recommended that the Treasury state 
final 
whether an organization governed by 
the UPA will ipso facto lack continuity. 


The Treasury has obliged and the final 


explicitly in the Regulations 


Regulations now provide that: 


a general partnership subject 
to a statute corresponding to the Uni- 
form Partnership Act and a_ limited 


ever, if the business is in fact continued by the re- 
maining members, the partnership's fiscal year 
will continue unaffected by the technical dissolu- 
tion. 

28 UPA Sections 31 and 32. 

2 UPA Section 31(2). 

80 The Kintner Clinic was formed under the laws 
of Montana, which adopted the Uniform Partner- 
ship Act in 1937. As of 1959, the Uniform Partner- 
ship Act was effective in 38 states. 

31 Reg. 301.7701-2(b) (3). Is this provision as to 
limited partnerships accurate if the certificate it- 
self binds all the members to continue notwith- 
standing a death or retirement, ete.? See Note 23 
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partnership subject to a statute corre- 
sponding to the Uniform Limited Part- 
nership Act both lack continuity of 
life.”’31 

One may wonder why the Regulations 
under 7701 continue to be 
called the Kintner (and not the anti- 
Kintner) Regulations, since the Kintner 
Clinic itself does not meet the Regu- 
lations’ test for continuity. The court 
which decided the Kintner case found 
continuity because of contractual re- 
quirements for continuance of the en- 
terprise notwithstanding death or re- 
tirement. The effect of a technical dis- 
solution as such was ignored. One may 


Section 


seriously doubt whether the Kintner 
court (and the courts which have fol- 
lowed it) would be inclined to change 
their view because of the new Regula- 
tions. The Regulations are not based 
on a change in statute which has oc- 
curred since Kintner nor on any body of 
precedent which is inconsistent there- 
with. It may well be that a court will 
not make continuity dependent entirely 
on the concept of technical dissolution 
but may give effect to the agreement of 
the parties to continue the business 
the bank- 
ruptcy of a member, as the court in 


after death, retirement, or 


fact did in the Kintner case.32 


Centralization of management 


If any person or group of persons 
which does not include all of the mem- 
bers of an organization has “continuing 
exclusive authority to make the man- 
agement decisions necessary to the con- 
duct of the business for which the or- 
ganization was formed,” it is deemed 
to have a centralized management.33 In 
such a case, the functions and powers 
of persons who are given this continu- 
ing, exclusive management authority 
are thought to resemble those vested in 
the directors of a statutory corpora- 
tion.34 

The Regulations make clear that cen- 
tralized management may exist whether 
those 


or not exercising the necessary 


authority are members of the organiza- 


hold 


membership’s 


tion and the 
self- 
perpetuating basis.35 Clearly there is no 
if the 


cisions require membership ratification. 


ofhce as a result of 


election or on a 


centralized management de- 


Similarly, centralized management is 
lacking when the centralized authority 
merely performs “ministerial acts as an 
agent at the direction of a principal.’’36 

Centralized management is deemed to 
f 


exist only if the management group has 
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sole authority to make decisions.37 In 
the case of a corporation or trust, the 
management powers which are vested in 
the directors or trustees are exclusive, 
and a stockholder or trust beneficiary, 
merely by reason of his stock ownership 
or beneficiary status, lacks the power to 
bind the corporation or the trust by his 
acts. 

Because of the mutual agency which 
state law has imposed upon members 
of a general partnership subject to the 
UPA, the Regulations provide that such 
a partnership cannot achieve the ex- 
clusive concentration of management 
authority essential to constitute a cen- 
tralized management.38 Normally, as the 
Regulations indicate, the actions of any 
one partner within the scope of the 
partnership activities binds all of the 
and even if the partners 
should determine among themselves that 
management authority is to be vested in 
a selected few, this agreement will not 
bind third parties without notice.5? 

Limited partnerships formed under 
statutes corresponding to the ULPA 
cannot achieve a centralized manage- 
ment unless “substantially all the inter- 
ests in the partnership are owned by 
the limited partners.”4° It is clear that 
the Treasury wants to avoid treating as 
limited partnerships those organizations 
in which the so-called general partner 
is mcrely a dummy. It would have been 
helpful, however, if the Regulations had 
defined “substantially all the interests.’’41 
Suppose the general partner has no in- 
terest in the capital of the partnership 
but owns a 


partners; 


50% or greater interest in 
its profits. Whe then owns substantially 
all the interests in the partnership? 
Examples given in the Regulations of 
relative substantiality of interest where 
capital alone is involved will be reviewed 
below in discussing partnerships. 


Limited liability 

An organization is deemed to have the 
corporate attribute of limited liability 
if under local law no member of the 
organization is personally liable “for the 
debts of or claims against the organiza- 
tion.”42 Even if a member of an or- 
ganization enters into a save-harmless 
agreement with others indemnifying 
him from any personal liability, personal 
liability is deemed to exist with respect 


to that member “if under local law the 


creditors 
notwithstanding such agreement 
In the case of a partnership formed un- 
therefore, personal lia- 


member remains liable to... 
. , ae 
UPA, 


der the 


bility is deemed to exist with respect to 
each partner irrespective of any agree- 
ment among the partners or with par- 
ticular third parties.44 Personal liability 
also exists with respect to each general 
partner in a limited partnership formed 
under a statute like the ULPA,45 but as 
with centralized management, an effort 
is made to avoid the effect of a sham 
or dummy. The Regulations provide 
that personal liability does not exist in 
the case of a general partner if he has 
“no substantial assets (other than his 
interest in the limited partnership) 
which could be reached by a creditor 
of the organization and when he is 
merely a ‘dummy’ acting as the agent 
of the limited partners.”’46 If the or- 
ganization is involved in transactions 
involving large sums of money, how- 
ever, and “if the general partners have 
substantial assets (other than their in- 
terests in the partnership), there exists 
personal liability although the assets of 
each general partner would be insuffi- 
cient to satisfy any substantial portion 
of the obligations of the _ organiza- 
tion.” But even if the general partner 
has no substantial assets, he will have 
personal liability if he is not a 
dummy.47 On the other hand, despite 
the form of a limited partnership, “when 
the limited partners act as principals of 
[the] general partner, personal liability 
will exist with respect to [the] limited 
partners.”48 The latter assertion clearly 
requires amplification. Does it mean 
that even if the form of organization 
suffices under state law to provide the 
limited partners with a buffer against 
unlimited liability, they may neverthe- 
less be treated for tax purposes as per- 
sonally liable if the general partner is 
found to be their agent? If so, the 
criteria for such a finding should be 
delineated. If the general partner is a 
dummy with no assets of his own, he 
is not deemed to have personal liability, 
(and the organization has a corporate 
attribute), but if the limited partners 
are also his principal, they have personal 


*2 It is, of course, possible that uinincorporated as- 
sociations may be formed in states which have 
adopted the UPA and which may nevertheless not 
constitute partnerships within the meaning of the 
UPA. If the Kintner Clinic could be so viewed un- 
der Montana law, then perhaps the contractual 
provisions would be effective to avoid dissolution, 
the UPA would be irrelevant, and the organization 
would have continuity of life. 

83 Reg. 301.7701-2(c) (1). 

4 Td. 
% Reg. 
36 Reg. 
37 Reg. 
88 Td. 


301.7701-2(c) (2). 
301.7701-2(c) (3). 
801.7701-2(c) (4). 
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liability (and the organization has a 
partnership attribute). But when does a 
dummy not have a principal? 

With increasing frequency corpora- 
tions are being employed as general 
partners in both general and limited 
partnerships. The Regulations provide 
that, as in the case of a non-corporate 
partner, “personal liability exists with 
respect to such [corporate] general part- 
ner when the corporation has substantial 
assets (other than its interest in the 
partnership) which could be reached by 
a creditor of the limited partnership.”49 

The same rule is applied in the case 
of a general partner who contributed 
services but no capital. “. . . [I]f such 
general partner has substantial assets 
(other than his interest in the partner- 
ship) there exists personal liability even 
though he contributed no capital.’’5° It 
is unfortunate, as we have noted be- 
fore, that the Regulations do not ad- 
dress themselves similarly to the cen- 
tralized management problem of the 
limited parinership with a service part- 
ner who contributes no capital. 

It should be noted that this substan- 
tial-assets and principal-agent inquiry 
deviates the generalization that 
determine “the 
legal relationships of the members of 


from 
local law alone is to 
the organization among themselves and 
But if the 
courts treat the inquiry as no more than 


with the public at large.” 


a test of reality, to unhinge any sham 
facade, it will represent only a particu- 
lar application of the familiar substance- 
over-form doctrine which permeates all 
of Federal income taxation and which is 
not to be defeated by soldierly compli- 
ance with the formalities of local law. 


Free transferability of interest 

Free transferability of interest is a 
classic attribute of corporate ownership. 
It implies in each member of an or- 
ganization or in “those members owning 
substantially all of the interests in the 


organization” a power of substitution 


yf interest without the consent of the 

Id. 

Id. 

Although the Regulations do not say so, it would 
appear that the substantiality test meets the line 
of cleavage required by Glensder Textile Co. (46 
BTA 176, 1942). There Judge Kern noted that gen- 
eral partners in a limited partnership provide a 
centralized management only when they are “act- 
ing in a representative capacity.” If the general 
partners have substantial interests of their own, 
they are acting for themselves as well, and cen- 





tralized management is, therefore, lacking. 
#2 Reg. 301.7701-2(d) (1). 

* Td. 

“ Id. 


other members.51 It connotes more than 
a mere assignment of a right to share 
in profits; it includes the assignor’s right 
to participate in management. Free 
transferability of interest is therefore 
lacking if under local law a transfer of 
interest results in a dissolution of the 
old organization and the formation of a 
new one, even though the assignee may 
be entitled to his assignor’s right to 
profits.52 

The partners in a general partnership 
governed by the UPA clearly lack free 
transferability of interest.53 The inter- 
est of a limited partner in a limited 
partnership which is governed by the 
ULPA is clearly assignable.54 If, there- 
fore, the limited partners own substan- 
tially all of the interests in the limited 
partnership, free transferability will be 
deemed to exist.55 

The Regulations find that a modified 
form of free transferability of interest 
exists if the only limitation on transfer 
is a contractual condition which requires 
a first offer to the other members of 
the organization at fair market value.5¢ 
They note, however, that, although free 
transferability of interest is clearly a 
modified 
form of transferability may not be so 
described. It is to be treated, however, 


corporate characteristic, the 


as a “modified corporate characteristic 
and thus will be accorded less signifi- 
cance than if such characteristic were 
present in unmodified form.’57 The ef- 
fect of this will be 
seen in the analysis below of the ex- 


vague statement 


amples provided by the Regulations. 
Before leaving the question of modi- 
fied transferability, the concept of fair 
market value should be considered. Must 
the provision of the agreement which 
grants this option of first refusal to 
the other members employ the phrase 
fair market value or may it set a specific 
purchase price which will be accepted as 
fair market value if it is arrived at as 
a result of arm’s-length bargaining? May 
the agreement provide for a fairly de- 


termined formula and still be regarded 


45 Td. 

46 Reg. 301.7701-2(d) (2). 

47 Td. 

48 Id. 

49 Td. 

50 Td. 

51 Reg. Sec. 301.7701-2(d). 
52 Td. 

583 UPA Section 27(1). 

5% ULPA Section 19(1). 

55 See text at Note 51 supra. 
58 Reg. 301.7701-2(e) (2). 

ST Td. 

58 Cf. Reg. 20.2031-2(h). 

5° Reg. 301.7701-2(g¢) Example (1). 
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as fair market value? May the agree- 
ment provide for arbitrators to deter- 
mine the fair market value, or will 
the Treasury still be permitted to con- 
clude that in fact the arbitrators may 
set a price other than the fair market 
value? It is most unfortunate that the 
Regulations are silent on this question. 
It would seem that a price determined 
by an arm’s-length agreement or a fairly 
determined formula or the decision of 
independent arbitrators should be ef- 
fective for this purpose.58 The silence 
may lead to needless litigation on a 
case-by-case basis in this newest numbers 
game of counting the corporate. at- 
tributes. 


Example of qualifying clinic 

The Regulations contain several ex- 
amples which apply the principles of 
identification to specific 
factual situations. In the first example,5® 
several doctors form a clinic to render 
medical service to the public at a profit. 
Their agreement provides that except 
upon complete liquidation of the or- 
ganization on the vote of three-fourths 


association 


of its members, no member has any in- 
dividual interest in its assets. It is also 
provided that neither the death, in- 
sanity, bankruptcy, retirement, resigna- 
tion, or expulsion of a member will 
cause the organization’s dissolution, and 
under the applicable local law, dissolu- 
tion will not be effected by such an oc- 
The 
vested exclusively in a small executive 


currence. clinic’s management is 
committee elected by the members, and 
under local law no one acting without 
the committee’s authority may bind the 
organization. Each of the members of 
the clinic is personally liable for all of 
its debts; and any member may transfer 
his interest in the organization to any 
other doctor, but only after giving the 
organization the right to purchase his 
interest at fair market value. On these 
facts the Regulations conclude that the 
organization will be classified as an as- 
sociation taxable as a corporation, be- 
cause it has three of the four crucial 
corporate attributes: centralized manage- 
ment, continuity of life, and a modified 
form of free transferability of interest. 
Although it lacks limited liability, it 
has a numerical majority of the dis- 
attributes. The 
presence of associates and the objective 


tinguishing corporate 
of carrying on business are ignored in 
distinguishing the organization from a 
partnership, since those are attributes 
of both partnerships and corporations. 
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It is to be wondered in what state an 
organization such as the example sug- 
gests might be formed. Perhaps it is 
because of this example that the Regu- 
lations continue to be described as the 
“Kintner” Regulations; but as we have 
the 
ganization was formed in a UPA state, 


already noted, since Kintner or- 
the contractual provisions against dis- 
solution would not have been effective 
to prevent dissolution, and the organiza- 
tion would, therefore, lack continuity 
of life in such a jurisdiction.6° The 
mutual agency which exists among gen- 
UPA 
would have prevented the total abdica- 


eral partners in a partnership 
tion of executive authority, and cen- 
tralized management would also be lack- 


ing. 


5 


Clinic and law firm disqualified 

\ contrasting example®! involves a 
medical clinic which, under local law, 
will be dissolved upon the withdrawal 
of a member. Local law also provides 
that the act of any member, whether or 
not on the executive committee, will 
be binding on the organization against 
third parties without notice. Personal 
liability exists as in the first example, 
but transferability of interest is barred 
absolutely. In this case, the Regulations 
conclude that the organization will be 
classified as a partnership. The organiza- 
tion does not have the corporate char- 
acteristics of continuity of life, central- 
ized management, limited liability, or 
free transferability of interest. This is, 
of course, the result to be expected un- 
der the Regulations in any jurisdiction 
UPA. A third quite 
similar example®? is provided in the 


case of 25 


governed by the 
) lawyers who have joined to- 
gether for the practice of law. 

Another example®’ involves a group 
of 25 persons who form an organization 
real investment 


to engage in 


activities. Each member has the power 


estate 


to dissolve the organization at any time. 
Management is vested in an executive 
five, and under local law 
committee 


committee of 


only the has the power to 


bind the organization. Each member is 


personally obligated for the organiza- 


tion’s debts, and each member has the 
right to transfer his interest to an out- 


So But see discussion in text at Note 30 supra. 

Reg. 301.7701-2 (g) 
301.7701-2(g) 
301.7701-2(g) 
301.7701-2(g) 
301.7701-2(¢) 
301.7701-2(g) 


Example.(2). 
®2 Reg. Example (3). 
Example (4). 


Example (5). 


3 Reg. 
% Reg. 
® Reg. Example (6). 


8 Reg. Example (7). 


* Section 1.761-1(a) (1) of the Regulations under 
Reg. 301.7701-3 (a) 


Subchapter K and both pro- 
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sider, but only after first offering it to 
the organization at fair market value. 
Here, too, the Regulations conclude 
that the organization will be classified 
as a partnership. Although it has the 
corporate characteristics of centralized 
management and a modified form of 
free transferability of interest, it lacks 
continuity of life and limited liabisny. 
Lacking a numerical majority of the 
distinguishing corporate attributes, the 
unincorporated organization falls into 
the partnership classification. 

A contrasting example® involves a 
similar group of 25 persons organized 
engage in real estate 
activities. Under their agreement the 
organization exist for 20 
Local law denies to any member the 
power to dissolve prior to the expira- 


to investment 


will vears. 


tion of that period. Management is 
vested exclusively in an executive com- 
mittee of five, and only they can bind 
the organization, but each member of 
the group remains personally liable for 
the obligations of the organization. The 
same modified form of transferability 
of interest is present as in the prior 
The organization 
classified as an association, taxable as a 


example. will be 
corporation, however, since it has the 
corporate characteristics of continuity 
of life, centralized management, and the 
modified form of free transferability, al- 
though it lacks the corporate charac- 
teristic of limited liability. 

Varying the facts somewhat, the Regu- 
lations present another example® of 
25 persons who again form an unincor- 
porated organization to engage in real 
estate investment activities. Each mem- 
ber has the power to dissolve the or- 
ganization at any time. Management is 
again vested in a small executive com- 
mittee has the sole 
bind the organization. However, the lia- 
bility of each member is limited under 
local law to the amount of his paid 


which power to 


and subscribed capital. Free transfer- 
ability of interest is limited only by the 
organization’s right of first refusal at 
fair market value. The conclusion: an 
association. The reason: more corporate 
characteristics (limited liability, central- 
ized 


modified free 


than 


management, and 


transferability of interest) non- 
vide that ‘“‘the term ‘partnership’ includes a syndi- 
cate, group, pool, joint venture or other unincor- 
porated organization through or hy 
which any business, financial operation or venture 


means of 


is carried on, and which is not a corporation or a 
trust or estate within the meaning of the Internal 
Revenue Code of 1954.” The language of the Regu- 
lations is substantially the same in this regard as 
the statutory language of Section 7701(a) (2). 





corporate (lack of continuity of life). 


Finally, an example®® is provided 
which is addressed to the investment 
club which became so popular in the 
bull market of the past several years: 

A group of 25 persons form an or- 
ganization to invest in securities “to 
educate the members in proposals and 
techniques of investment practices and 
to share the income from such invest- 
ments.” The agreement provides that 
the organization will operate until ter- 
minated by a vote of three-fourths of 
the entire membership and will not 
terminate upon the withdrawal or death 
of any member. Under local law, how- 
ever, a member has the power to dis- 
solve the organization at any time. The 
organization’s business is conducted by 
the members at regular periodic meet- 
ings, and buy or sell action may be 
taken only upon the vote of a majority 
of the members present. Elected officers 
perform only ministerial functions. The 
members of the organization are per- 
sonally liable for all of its debts, and 
no member may transfer his member- 
ship. This investment club is deemed 
to be a partnership, since it does not 
of 
limited liability, free transferability of 


have the corporate characteristics 
interest, continuity of life, and central- 
ized management. It has only the non- 
distinguishing characteristics of associ- 
ates and the objective of conducting a 
business and dividing its gains. 

The effect of the various attributes on 
the classification of the organizations 
described in the foregoing examples may 
be summarized 
Table I. 


by the accompanying 


Partnerships characterized 


Although the Regulations necessarily 
consider partnerships as a contrasting 
business form in their discussion of 
associations, Section 301.7701-3 analyzes 
directly the definition of partnership for 
tax purposes. 

The term partnership in addition to 
being defined to a limited extent in 
Sections 761(a) and 7701(a)(2) of the 
Code, has been defined somewhat more 
broadly in Section 1.761-(a) of the Sub- 
chapter K Regulations. The definition 
of a partnership in Section 301.7701-3(a) 
Both sections of the Regulations also recognize 
that for tax purposes a partnership “‘is broader in 
scope than the common law meaning of partner- 
ship and may include groups not commonly called 
partnerships.” 

a Id. 

* Reg. 301.7701-3. 

to Td. 

71 Reg. 301.7701-3(b) (2) Example (1). 
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Classified in Reg. Section 301.7701-2(g) 


Table I — Characteristics of Organizations 








Investment 
Clinics Lawyers Real Estate Club 
Examples Example Examples Example 
] ] 3 5 6 7 
Characteristics 
ASSORIBEAR Yds ss. see ee Yes Yes Yes Yes Yes Yes Yes 
Business Gorectave ow i. oven ae Yes Yes Yes Yes Yes Yes Yes 
Continuiry On Mite. 5... .stiepinin ss Yes No No No Yes No No 
Centralized management ........ Yes No No Yes Yes Yes No 
Limited: Hawity |) No No No No No Yes No 
Transferability of interest ....... Yes No No Yes Yes Yes No 
IRS classification 
ADOCIBEMIIN iid ohs sis ec ch me X X xX 
Partnership xX X X X 
Table II — Comparison of Example (2) in 


Proposed and Final Regulations Section 301.7701-3(b)(2) 


Continuity of life 


Proposed Regulation 


40 years and death, insanity, or retirement 


of general partner has no effect 


Centralized management 


General partners have exclusive control 
over 


management and limited partners 


own substantially all the interests in the 
partnership 


Limited liability 


General partners have means to satisfy or- 


ganization’s obligations to a_ substantial 
extent 


rransferability of Interests 


Interests of limited partner freely trans- 
ferable (assignees succeed to all rights) but 


those of general partners not transferable 


Final Regulation 


40 years, but death, insanity, or retirement 
dissolves with right in remaining general 
partners to continue business for balance 
of 40-year period 


General partners have exclusive control 
over management and limited partners 
own substantially all the interests in the 
partnership 


General partners have means to satisfy 
organization's obligations to a substantial 
extent 


Interests of limited partner freely trans- 
ferable (assignees succeed to all rights) 
but those of general partners not trans- 
ferable 





of the new Regulations adopts the lan- 
guage set forth in the Subchapter K 
Regulations.87 

Ihe definitions set forth in the Code 
and Regulations do not prescribe with 
any degree of precision the factor or 
tests which determine the existence of 
a partnership but merely describe rela- 
tionships which are or are not partner- 
ships. If two or more people join to- 
gether merely to share the expenses of 
an undertaking such as the construction 
of a ditch to drain surface waters from 
their property, no partnership exists.9 
Similarly, mere co-ownership of proper- 
ty which is maintained and leased does 
not constitute a partnership, nor does 
a partnership result from the owner- 
ship of property as tenants in con- 
mon.?® A tenancy in common may, how- 
ever, become a partnership for tax pur- 
poses if an active business is conducted 
for profit. As an example, the Regula- 
tions suggest that a co-ownership of an 
apartment house may constitute a part- 
nership if services are provided “either 
directly or through an agent.” 





Regulations Section 301.7701-3(b) af- 
firms that a limited partnership under 
state law will be classified for tax pur- 
poses as either a partnership or an as- 
sociation. They reiterate, however, that, 
if the limited partnership more nearly 
resembles a corporation in accordance 
with rules laid down in Section 301.7701- 
2, it will be classified as an association. 
This would, of course, also be true of 
any “syndicate, group, pool, joint ven- 
ture or other unincorporated organiza- 
which 


tion” might be treated as an 


ordinary partnership under the _pro- 
visions of Section 301.7701-3(a) but for 
the fact that it had a majority of the 
distinguishing corporate characteristics. 

The Regulations pose two examples 
of organizations which are _ limited 
partnerships under state law and ana- 
lyze their characteristics to determine 
whether they will be classified as part- 
nerships or associations for Federal tax 
purposes. 

The first example?! involves a limited 
partnership with three general partners 
and 30 


limited partners 


formed for 


the purpose of acquiring and operating 
commercial real estate. The Regulations 
stated that the organization is “classified 
as a limited partnership under state 
law,” but does not indicate whether the 
ULPA is in effect. Ignoring the non- 
distinguishing attributes of associates 
and business objective, the facts rele- 
vant to the other attributes are: 

1. Continuity of life: 20 years, but 
the prior death, insanity, or retirement 
of a general partner will dissolve the 
organization. 

2. Centralization of management: The 
general partners acting unanimously 
have exclusive authority to manage the 
affairs of the organization. The limited 
partners have invested $5 million in the 
venture and the general 
total of $300,000. 


3. Limited liability: General partners 


pa rtners a 


are personally capable of assuming a 
substantial part of the obligations to be 
incurred by the organization. 

4. Transferability of interests: Lim- 
ited partner may assign right to profits 
and capital but assignee does not be- 
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come limited partner except with unani- 
mous consent of general partners. 

Since the characteristics of continuity 
of life, limited liability, and free trans- 
ferability of interests are lacking, the 
organization may not be treated as an 
association and is, therefore, taxable as 
a partnership. With regard to centralized 
that, 
since the limited partners’ investment 
than 94%, of the 
total, they are deemed to own “sub- 
stantially all of the interests.” As a re- 
sult, the general partners are deemed 
to be acting in a representative capacity, 


management, it is noteworthy 


represented more 


and not primarily for themselves. No 
indication is given of how great an in- 
terest in the capital would have to be 
acquired by the general partners to 
eliminate ownership of “substantially all 
of the interests” by the limited partners. 

Example Two?? has already acquired 
a “legislative history.” In the proposed 
Regulations this example portrayed a 
limited partnership taxable as a cor- 
poration,’3 whereas the final Regula- 
tions have made a few changes in the 
facts and determined that the organiza- 
tion is taxable as a partnership. An ex- 
amination of the contrasting facts of 
this example in the proposed and final 
Regulations will demonstrate the reason 
for the change in result. 

In both examples a limited partner- 
ship is formed with three general part- 
ners 


and 30 limited partners for the 


purpose of acquiring and operating 
commercial and other investment prop- 
erty for profit. The general partners 
invest an aggregate of $150,000 and the 
limited partners $5 million. The factual 
differences as they relate to the dis- 
tinguishing attributes may be seen in 
the accompanying Table II. 

In the example as stated in the pro- 
posed Regulations, the limited partner- 
ship was taxable as an association be- 
cause all of the distinguishing corporate 
characteristics limited 
the general 
partners had no right to transfer their 
interests, the transferability of interests 


except liability 


were present. 


Although 


of the limited partners was sufficient, 
since they were deemed to own “sub- 


stantially all of the the 


interests in 
72 Reg. 301.7701-3(b) (2) Example (2). 

7 Proposed Reg. 301.7701-3(b) (2) Example (2). 
7% ULPA Section 20, see Note 23 supra. 

™% Reg. 301.7701-2(b) (3). 

76 See Reg. 301.7701-2(b) (1). 

™ The proposition set forth in the text assumes 
that state law would enforce the binding obligation 
of the general partners to exercise the election to 
continue or that the consent of all the members 
given at the time the certificate is executed would 
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organization.” In the final Regulations 
the organization is taxable as a part- 
nership because of the change in the 
facts which relate to continuity of life. 
The difference is very slight. In the pro- 
posed Regulations the death, insanity, 
or retirement of a general partner had 
no effect upon the organization’s -ex- 
istence, whereas any one of these events 
would cause a dissolution in the ex- 
ample given in the final Regulations, 
even though the certificate of limited 
partnership provided that on the occur- 
rence of such an event, the remaining 
general partners had the right to con- 
tinue the business of the partnership for 
the remaining balance of the 40-year 
period. Accordingly, the only difference 
between the two is that in the example 
in the proposed Regulations, there can 
be no dissolution during the 40-year 
period, whereas in the example given in 
the final Regulations, dissolution vel 
non is contingent on the election of the 
general partners. Since in the example 
given in the final Regulations the or- 
ganization does not have continuity of 
life and, therefore, lacks a majority of 
the distinguishing corporate character- 
istics, taxation as a partnership follows. 

One may question whether the dif- 
ference between Example Two as orig- 
inally proposed and as finally set forth is 
as great as it appears. Under the ULPA, 
the “retirement, death or insanity of a 
general partner dissolves the partner- 
ship, unless the business is continued by 
the remaining partners (a) under a right 
so to do stated in the certificate or (b) 
with the consent of all members.’’74 As 
previously noted, the Regulations pro- 
vide that an organization formed under 
the ULPA does not have continuity of 
lilfe,75 this is true even though 
the general partners may elect to con- 
tinue the organization pursuant to a 
right granted in the certificate, and 
thereby avoid dissolution.7¢ It would 
appear, therefore, that, although dissolu- 
tion is the key to continuity in a general 


and 


partnership, the mere contingency of 
dissolution is the key in the case of a 
limited partnership. In the latter case, 
continuity is lacking if upon the death 
or withdrawal of a general partner dis- 


be effective. See Note 23 supra. 

78 Reg. 301.7701-3(c) makes reference to “partner- 
ship associations,” a form of organization pro- 
vided for under the laws of a number of states. 
The Regulations say merely that such an organiza- 
tion “‘will be treated as an association if, applying 
the principles set forth in Section 301.7701-2, the 
organization more nearly resembles a corporation 
than the other types of business entities.’’ Presum- 
ably the quantitative approach to the characteris- 


solution may be wrought. But may it 
not be possible to eliminate the con- 
tingency even under the ULPA? It 
would seem that if the certificate of 
limited partnership requires the gen- 
eral partners to exercise their right to 
continue the business, or if in the 
certificate itself all of the members of 
the limited partnership agree to con- 
tinue irrespective of the death, insanity, 
or retirement of a general partner, the 
contingency of dissolution is eliminated. 
In that event, the organization should be 
treated as having the corporate charac- 
teristic of continuity of life.77 [However, 
consider the effect of a general partner's 
possible power to dissolve a limited part- 
nership other than by death, retirement, 
or insanity; e.g., withdrawal, bank- 
ruptcy, or expulsion. See ULPA Sec- 
tions 9 and 29 and Reg. Section 301.- 
7701-2(b)(3).—Ed.] 

If continuity can be provided in a 
limited partnership formed under the 
ULPA in the manner suggested, then it 
is within the taxpayer’s control to de- 
termine whether his limited partnership 
is to be treated as an association or a 
partnership. By providing continuity in 
the example posed in the final Regula- 
the limited would 
have had three of the four distinguish- 
ing corporate characteristics and, like 
the limited partnership described in the 
proposed Regulations, would be taxed 
as an association.78 


tions, partnership 


Trusts characterized 

The Regulations refer to four types 
of trusts: (1) ordinary trusts; (2) busi- 
ness trusts; (3) certain investment trusts; 
and (4) liquidating trusts (Sections 301.- 
7701-4(a),(b),(c) and (d)). Ordinary trusts 
are taxed as trusts under Subchapter J 
and, generally, liquidating trusts are too. 
On the other hand, business trusts and 
certain investment trusts are ordinarily 
taxed as associations. 

Generally, centralization of manage- 
life, free trans- 
ferability of interests, and limited lia- 
bility are common to both corporations 
and trusts so that the determination of 
whether a trust is an association or an 


ment, continuity of 


ordinary trust depends on whether there 


tics would apply here just as it does in the case of 
general and limited partnerships. 

7 See text at Note 16 supra. 

80 Reg. 301.7701-4 (a). 

81 Reg. 301.7701-4(b). 

82 Proposed Reg. 301.7701-4(c) Example (1) and 
Example (2). 

83 Reg. 301.7701-4(d). 

% Td. 

85 Reg. 301.7701-2(a) (4). 





are 
on 
770 
I 
lati: 
mel 
inte 
of ¢ 
for 
rule 
cou 
usu 
beh 
not 
the 
Th 
tor: 
of 
gar 
tin, 
/ 
bus 
to 
rat 
ser 
WI! 
nes 
cia 
tia 


tw 
an 
Un 
let 
ing 


ma 


mi 
an 
Wi 
lar 
bu 
ho 
to 

pu 
tic 
pu 
be 


as 


of 
ab 
as: 


3] 


y it 
con 

It 

of 
pen- 
t to 
the 
s of 
con- 
nity, 
the 
ited. 
d be 
irac- 
ver, 
ner’s 
part 
1ent, 


ank 


the 
2n it 
» de- 
ship 
or a 
ty in 
pula 
ould 
uish- 
like 
1 the 


axed 


types 
busi 
rusts; 
301.- 
trusts 
ter | 
e too. 
; and 


narily 


nage- 
trans 
1 lia- 
ations 
on of 
or an 


there 


# 


case Or 


1) and 








are associates and an objective to carry 
on a business for profit (Section 301.- 
7701-2(a)(2)).79 

In defining ordinary trusts, the Regu- 
lations emphasize that these arrange- 
ments are generally created by will or 
inter-vivos declaration for the purpose 
of conserving or protecting the property 
for the beneficiaries under ordinary 
rules applied in chancery or probate 
courts and that the beneficiaries are 
usually unable to do such on their own 
behalf. Accordingly, the beneficiaries are 
not associates in a joint enterprise for 
the conduct of a business for profit.8° 
The absence of either of the two fac- 
tors completely negates the possibility 
of association treatment, since the or- 
lacks a 


tinguishing corporate characteristics. 


ganization majority of dis- 

As contrasted with ordinary trusts, a 
business trust is one created as a device 
to carry on a profit-making business, 
rather than simply to protect or con- 
serve the property for the beneficiaries. 
While generally the corpus in a busi- 
ness trust is supplied by the benef 
ciaries, this is stated not to be essen- 
tial.81 

[he proposed Regulations contained 
two examples, one of an ordinary trust 
and the trust.82 
Unfortunately, the final Regulations de- 
leted both examples without substitut- 
ing any in their place, and the drafts- 
man of a trust instrument cannot place 


other of a_ business 


a set of facts before himself as a guide 
to the path leading to association or 
trust treatment. He must interpret the 
eenerally-stated rules in Sections 301.- 
7701-4{a) and (b). 

With regard to liquidating trusts, the 
Regulations point out that they may 
be either pure trusts or associations, 
depending upon their activities.83 Nor- 
mally, a liquidating trust is treated as 
an ordinary trust because it is formed 
with the objective of liquidating particu- 
lar assets, rather than carrying on a 
business. It may carry on a_ business, 
however, if such is reasonably necessary 
to and consistent with the liquidation 
purpose. On the other hand, if liquida 
unduly prolonged or if the 


of liquidation seems to have 


tion is 
purpose 
been abandoned in favor of carrying on 
a business, then the trust will be treated 
as an association.§4 

Che Regulations under Section 7701 
of the Code became effective for tax- 
able years of trusts, partnerships, and 
associations beginning after December 
31, 1960. However, for any taxable year 


beginning after that date but prior to 
October 31, 1961, any amendment of 
an agreement establishing the organiza- 
tion will, in the case of an organization 
in existence on November 17, 1960, be 
treated (in order to determine the classi- 
fication of the organization) as though 
it were in effect at the beginning of that 
taxable year if (a) the amendment is 
made before October 1, 1961, and (b) 
the amendment results in a classifica- 
tion of the organization under the rules 
of these Regulations in the same man- 
ner as the organization had been classi- 
fied for tax purposes on November 17, 
1960.85 

Does the failure to make these Regu- 
lations retroactive at least to the en- 
actment of the Internal Revenue Code 
of 1954 imply that they are effecting a 
change in the Commissioner's interpre- 
tation of the law? It would behoove the 
‘Treasury 


to supplement the Regula- 


tions or to issue a ruling of general 
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application to indicate the areas of dif- 
ference and just what the Treasury’s 
interpretation of those areas will be for 
the period since the enactment of the 
1954 Code to the effective date of these 
Regulations. 

Aside from the medical clinics and 
law firms seeking association treatment, 
the final Regulations should be accept- 
able to most taxpayers, since it would 
appear generally to be in the taxpayer's 
control to determine the classification of 
organization he prefers. The medical 
clinics and law firms in UPA states will 
have to establish organizations well out- 
side the scope of the UPA or, failing 
that, will have to convince the court 
that the Regulations are invalid. Here- 
tofore, the physician has been victorious 
in the courtroom and the Commissioner 
has batted zero. It will be interesting 
indeed to see whether the force of 
Regulations will improve the 
Commissioner’s batting average. w 


formal 





Husband and wife were not partners. 
Arthur Murray, Inc., granted taxpayer 


and her husband a license to use the 
Arthur Murray method and name in 
connection with a dancing school. Tax- 
payer and her husband never had any 
agreement about sharing of profits and 
losses of the business; management and 
control was entirely in taxpayer’s hus- 
band. No agreement existed as to com- 
pensation to taxpayer for services or as 
to a return on her capital contribution 
of approximately $1,000 that might in- 
dicate any implied partnership agree- 
ment. The only business record on which 
taxpayer's name appeared was the 
licensing agreement. The court finds the 
record as a whole shows that there was 
no agreement, express or implied, be- 
tween taxpayer and her husband to 
operate the dance studio business as a 
partnership during the taxable years 
1948 and 


agreement or 


1949 and absent some such 
understanding, no part- 
nership exists. Roedel, TCM 1960-235 


Partnerhip of husband, wife, and trust 
for child not recognized. Taxpayers, hus- 
band and wife, created a trust for the 
benefit of their minor child, the hus- 
band being the trustee. Taxpayers trans- 
ferred to the trust a one-third interest 
in a partnership interest owned by the 
wife and one-third interest in the hus- 
band’s sole proprietorship. Taxpayers 


and the trust then formed a partnership 
in which they each had a one-third in- 
terest. Taxpayers and the trust then 
transferred their respective business in- 
terests to the partnership. The Tax 
Court finds that this was not a valid 
partnership and requires taxpayers to 
report the entire partnership income. 
Several 


There was 


factors influence the 


court: 
no partnership bank ac- 
count or office; there were no formal 
records of the partners’ capital accounts; 
no notice of operating under a fictitious 
name was ever filed by the partnership; 
the partnership did not take an active 
part in the operation or management of 
its two businesses; the separate records 
of the two businesses did not recognize 
the existence of the trust as a partner. 
Acuff, 35 TC No. 21. 
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New Regulations on insurance 


companies take doubtful positions 


by STANLEY C. SIMON 


ecause the 1959 law undertook a wholly new way of taxing insurance companies, 
B the 1959 | lertook holly n y of taxing in n 


it was perhaps only to be expected that 
Mr. Simon sees it 


an unjustified position and litigation 


is almost 


some sections would not be clear. But, as 


, the IRS is, in several places in the final Regulations, taking 


certain. Some points, e.g., the 


definitions of money and of assets used in the business and the treatment of 


exempt interest in such a way that it does not affect tax, raise questions of wide 


significance in the income tax structure and are, therefore, important to all taxmen, 


not only those advising life insurance 


1958 


B’ FORE insurance 
were taxed on their net investment 


companies 


income only, and on only a fraction of 
it. No tax was imposed on their profits 
their 


loading charges to policyholders over 


from operations (the excess of 
expenses) and their gains from favorable 
mortality experience. These two profits 
can be determined accurately only over 
a long period, ideally the entire life of 
the company. But since our Federal in- 
come tax is based on an annual account- 
Congress found the problem ex- 
tremely difficult and until recently took 
the easy 


ing, 
way out—it exempted those 
tax. In 
undertook to solve the problem and 
produced the Life Insurance Company 
Tax Act of 1959—a statute more 
complicated than the Korean EPT 
Section 341 

If an 


profits from 1959 Congress 


Income 
and 
combined! 

asked to de- 
to tax life insurance com- 


accountant were 
sign a statute 
panies, he would probably require a 
include in all re- 


ceipts from investments, premiums, etc., 


company to income 
and would allow deductions for all costs, 


including a reasonable provision for 


losses. That would be a simple, logical 
solution. Congress did not adopt it. In- 
stead, it came up with a fourfold for- 
There is a three-phase tax base, 
for years beginning after December 31, 
1957 (Code Section 802(a)(1) [Code Sec- 
tions are hereafter referred to by 


mula. 


num- 
ber only]) and a capital gains tax, for 


companies. 


years beginning after December 31, 1958 
(802(a)(2)). All together they are 
signed to impose a tax on a company’s 
entire 


de- 


taxable income. 


Structure of law 

Phase One consists of the company’s 
taxable investment income or, if smaller, 
its gain from operations (802(b)(1)). The 
latter phrase refers to both taxable in- 
vestment and_ underwriting 
profits; that is, it means “all” ordinary 
income. 


income 


If the gain from operations exceeds 
the taxable investment income, under 
Phase Two 50% of the excess is in- 
cluded in the tax base (802(b)(2)). In- 
cluding only half of the underwriting 
profits recognizes the difficulty of ascer- 
taining them; in the case of stock com- 
panies the other half is added to the 
policyholders’ surplus account. When 
the company recognizes the fact that 
the amounts added to the policyholders’ 
surplus account really constitute profits 
and demonstrates such recognition by 
distributing them to its shareholders as 
dividends, they are taxed under Phase 
Three (802(b)(3)). If the policyholders’ 
surplus account gets too large, the excess 
is treated as if it had been distributed 
as a dividend (815(d)(4)). 
the tax base consists of 
(Phase One) taxable investment income 
or, if gain from operations; 
(Phase Two) if the gain from operations 


To summarize, 


smaller, 


exceeds the taxable investment income, 
an amount equal to 50% of such excess 
plus (Phase Three) the amounts sub- 
tracted from the policyholders’ surplus 
account for the taxable year. The total 
of these three amounts is subject to tax 
at regular corporate rates, that is, 30% 
on the first $25,000 of taxable income 
and 52% on the excess (802(a)(1)). Be- 
cause of the newness of the concepts, 
Congress provided a transitional period 
for the Phase Three tax. For the years 
1958, 1959, and 1960, the tax under 
Phase Three is limited to none, one- 
third, and two-thirds, respectively, of the 
tax occasioned by the inclusion in the 
tax base of the amount subtracted from 
the policyholders’ surplus account (802 
(a)(3)). It should be noted that, even if 
the company has a loss from operations, 
any amount subtracted from the policy- 
holders’ surplus account is subject to 
tax under Phase Three (Regulations Sec- 
tion 1.802-4(a)). 

Effective January 1, 1959, Congress 
imposed a 25% tax on the excess of net 
long-term capital gain over net short- 
term capital loss (802(a)(2)). Because of 
difficulties in applying the proration 
concept, which will be discussed later, 
this 25% tax is imposed as a separate— 
alternative—tax; it is payable 
even if the company has a loss from 
operations for the year. years be- 
1958, the 


not an 


For 
after December 31, 
excess of net short-term capital gain 
over net long-term capital loss is in- 
cluded in the tax base under Phase One 
(804(b)(2)). 

Any company that was on the cash 
basis in 1957 must switch to an accrual 
method of accounting in 1958 and must 
make appropriate adjustment at Decem- 
ber 31, 1957, to prevent omission and 
duplication of income and deductions. 
Any deficiency is payable over 10 years, 
without interest, starting March 15, 
1960. Any overpayment is treated as an 
overpayment of 1959 tax (818(e)). 


ginning 


Proration theory 


One of the basic concepts upon which 
the Life Insurance Company Income 
Tax Act of 1959 rests is the proration 
theory: Each and every item of 
company’s income must be prorated 
between the company and the policy- 
holders. The estimated amount neces- 
sary to pay claims is excluded from the 
company’s gross income under Phases 
One and Two; the rest of each item is 
included in the tax base. Needless to 
say, Congress provided a complicated 


the 





form 
will 
805, 
Ar 
in al 
the 
the ; 
prob 
The 
“pai 
com] 
on | 
wou. 
supe 
requ 
port 
of a 
to i 
how 
Sect 
wore 
actu 
Kine 
Tr 
pro 
tion 
tere: 
crue 
Oth 
mon 
offic 
acco 
be 
estat 
(Pro 
(a)). 
A 
simi 
seen 
tere 
pose 
any 
All 
debi 
curr 
carr 
is w 
this 
note 
chas 
excl 
inte 
ance 
fam 
excl 
Tre 
tere 
witl 
othe 
for 
fina 
and 


ome, 
XCess 
sub- 
rplus 
total 
») tax 
30%, 
“Ome 
Be- 
epts, 
sriod 
vears 
nde1 
one- 
f the 
| the 
from 
(802 
en if 
ions, 


»licy 


ation 
later, 
ate 
vable 
from 
s be 
the 
gain 
Ss in- 


One 


cash 
crual 
must 
>cem 
and 
tions. 
years, 
15, 


aS an 


which 
come 
ation 
F othe 
rated 
olic \ 
neces 
n the 
*hases 


em is 








formula for calculating the amount that 
will be needed to pay claims (804(a)(1), 
805, and 809(a)(1)). 

\mong the factors taken into account 
in allocating investment income between 
the policyholders and the company is 
the interest paid (805(a)(3)). There is a 
problem in connection with interest. 
rhe from the word 
“paid.” Does this require an insurance 


question arises 
company to determine interest expense 
on the At first blush this 
to conflict with—and 
provision that 
to re- 
port income under an accrual method 
of accounting (818(a)(1)). By referring 
to interest accrued in several places, 


cash basis? 


would appear 
supersede—the general 
insurance 


requires an company 
1 ) 


however, the Regulations (Regulations 
Section 1.805-8) make it clear that the 
word “paid” does not refer to interest 
actually paid; it means interest expense. 


Kinds of interest 


There was another, more serious, 
problem under the proposed Regula- 
tions, which took the position that in- 
terest paid refers only to interest ac- 
crued on insurance or annuity contracts. 
Other interest, such as interest paid on 
money borrowed to construct a home 
ofice building, could not be taken into 


account for proration purposes; it could 
] pur} 


be deducted only as investment, real 
estate, or trade or business expense 
(Proposed Regulations Section 1.805-8 


(a)). This is less advantageous. 

Although this Treasury position was 
similar to the rule under prior law, it 
seemed contrary to the definition of in- 
terest paid, which reads, “For the pur- 
poses of this part, the interest paid for 
any taxable year is the sum of—(l)... 
All interest for the taxable year on in- 
debtedness, except on indebtedness in- 
curred or continued to purchase or 
carry obligations the interest on which 
is wholly exempt from taxation under 
.” (805(e)(1)). You will 
note that only interest incurred to pur- 


this chapter 


chase or Carry tax-exempt securities is 
excluded; the definition does not limit 
interest paid to interest paid on insur- 
ance or annuity contracts. Under the 
familiar doctrine of expressio unius 
exclusio alterius, it appeared that the 
lreasury position was erroneous. All in- 
terest, whether incurred in connection 
with insurance or annuity contracts or 
otherwise, should be taken into account 
for proration purposes. Fortunately, the 
final Regulations reversed this position 


and made it clear that the definition 


included interest on deferred benefits, 
mortgages, etc. (Regulations Section 
1.805-8(b)(1)). 


Assets 


One of the most important factors in 
prorating investment income is the com- 
pany’s assets (805(b)(2)(B)). The statute 
defines the term “assets” as meaning 
“all assets of the company (including 
nonadmitted assets), other than real and 
personal (excluding money) 
used by it in carrying on an insurance 
trade or business” (805(b)(4)). It is ad- 
vantageous to an insurance company for 
its assets to be as small as possible (805 
(b)(2)). This results in a larger portion 
of the income being allocated to the 


property 


policyholders and thus excluded from 
the company’s taxable income under 
Phase One (804(a)(1) and 805(a)(1) and 
(2) and (b)(1), (2), and (3)). One way to 
accomplish this is to have as many of 
the company’s assets as possible used in 
the insurance business. 

In the the 
provides that “the amount attributable 
to (A) real property and stock shall be 
the fair market value thereof, and (B) 
any other asset shall be the adjusted 


same section Code also 


basis (determined without regard to fair 
market value on December 31, 1958) of 
the 
mining gain on sale or other disposi- 


such asset for purposes of deter- 


tion.” 
It will be noted that the statutory 
definition excludes money from assets 


that are susceptible to being used in the 
that 
the Congressional intent was merely to 


insurance business. I understand 
devise a formula that would produce 
the desired tax revenue, but the effect is 
to penalize a company for not keeping 
all its On the 
hand, neither the statute nor the com- 
mittee reports define the word “money.” 
As might be expected, the Treasury 
takes a very broad view of the meaning 
the Regulations 
provide that money includes cash, cur- 


funds invested. other 


of the word “money” 
rency, bank deposits, savings and loan 
accounts, checks, drafts, money orders, 
etc. (Regulations Section 1.805-5(a)(4)). 
This position conflicts with other au- 
thorities. 

Under the statutes dealing with trans- 
portation of stolen property in inter- 
state commerce (U. S. Code, Title 18, 
Section 2311) and legal tender (U. S. 
Code, Title 31, Sections 451-462), the 
definition of money is far more restrict- 
ed. Moreover, it is interesting to note 
that the Treasury may have printed an 
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[Stanley C. Simon, CPA, is a manager 
in the Tax Department in the Dallas 
office of the national accounting firm 
of Lybrand, Ross Bros. & Montgomery. 
This article is based on a talk he gave 
at the Seventh Annual Institute on 
Taxation of the Texas Society of CPAs 
at the University of Houston and was 
revised by the author after the Phase 
One Regulations became final.] 





argument against itself. Silver certificates 
bear the language, “This certificate is 
legal tender for all debts, public and 
private.” Federal Reserve notes, on the 
other hand, bear the language, ‘This 
note is legal tender for all debts, public 
and private, and is redeemable in law- 
ful money at the United States Treas- 
ury, or any Federal Reserve Bank.” If, 
as the language last quoted states, a 
Federal Reserve note is redeemable in 
lawful money, could it be argued that 
the note itself cannot be lawful money? 

Under general principles of law, a 
bank Bank 


counts, items con- 


account is not money. ac- 


checks, and similar 
stitute choses in action. In other words, 
a bank account is merely an account 
receivable from a bank. During the de- 
pression accountants grouped bank ac- 
counts with accounts receivable, not 
with cash. The same practice is still 


followed on European balance sheets. 


Under the view I have mentioned, 
the only items that would constitute 
money, and thus would not be sus- 


ceptible to being used in the insurance 
business, would be a few coins and some 
the fund. It 
might be possible to distinguish between 
bank that and 
those that do not. In all probability 


currency in petty cash 


accounts pay interest 
there will be litigation over these ques- 
tions 


Used in business 

Having taken a broad view of the 
meaning of the word “money” in order 
to increase taxes, as might be expected, 
for the same reason the Treasury took a 
narrow view of property used in carry- 
ing on an insurance trade or business. 
According to the Treasury, only home 
office and branch office buildings, furni- 
ture and equipment, automobiles and 
other depreciable properties, and sup- 
plies, stationery, and printed matter 
are to be excluded from assets as being 
used in an insurance business. Proper- 
ties used partly for insurance purposes 
and partly for investment purposes, such 
as an office building that is partly 
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rented, must be prorated (Regulations 
Section 1.805(a)(4)). 

This restricted view is designed to in- 
crease taxes but it may not be correct. 
Agents’ debit balances obviously were 
insurance 
Moreover, in the case of many com- 


incurred in the business. 
panies, such balances are not assets at 
all, since the agents are not obligated 
to repay them if they quit. Such bal- 
ances should be charged off as expenses; 
this, of course, may create a problem 
for the agents. 

A more important question relates to 
premiums deferred and uncollected and 
premiums due and unpaid. The Treas- 
ury’s contention that these items con- 
stitute investment assets appears to be 
quite unrealistic. Obviously they arise 
the and thus 
More 


business 
allocated to it. 
portant, these items do not really con- 


from insurance 


should be im- 
stitute assets at all. They are not ac- 
counts receivable; the insured may avoid 
payment merely by letting his policy 
lapse. They arose through an actuarial 
assumption in the calculation of the re- 
lated reserves, to wit, that the premiums 
for the ensuing year would be paid. 

Premiums deferred and uncollected 
and premiums due and unpaid are not 
assets; they are not properties; they are 
not. choses in action. They merely repre- 
sent one leg of the journal entries that 
created the related reserves. Lastly, since 
they were not acquired by purchase, in 
a taxable exchange, or through the 
realization of income (as, for example, 
an account receivable is acquired by a 
merchant through a sale), they have no 
tax basis. Thus, under the statutory 
definition, the amount to be taken into 
account with respect to these items is 
zero! 

Some people might fear that, if the 
foregoing contentions are correct, the 
related reserves would have to be re- 
duced by the amount of premiums de- 
ferred and uncollected and premiums 
due and unpaid. If these items consti- 
the 


should not have to be adjusted; but if 


tute investment assets, reserves 
they are not accruable, the Regulations 
require adjustment (Regulations Section 
1.801-4(f)). Query: Does this Regulation 
go beyond the statute (801(b)), so that it 
is invalid? 

One feature of the Life 
surance Company Income 


In- 
Tax Act of 
1959 is almost certain to result in litiga- 


curious 


tion. Phases One and Two contain pro- 
visions to the effect that, if the defini- 
tions of taxable investment income and 
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gain from operations, respectively, re- 
sult in imposition of tax on any tax- 
exempt interest, any amount of partially 
tax-exempt interest that is allowable as 
a deduction, or any amount of divi- 
dends received that is allowable as a 
deduction, adjustment shall be made to 
the extent necessary to prevent such 
imposition (804(a)(6) and 809 (b)(4)). 
Neither the statute nor the legislative 
history gives any clues as to the manner 
as to which a company may establish 
that the definition results in the imposi- 
tion of tax on these items. The Regula- 
tions merely parrot the statute (Regu- 
lations Section 1.804-2(f)). I understand 
unofficially that the Treasury takes the 
position that these provisions are merely 
“safety valves”; they are meaningless; 
the definitions of taxable investment in- 
come and gain from operations do not 
result in the imposition of tax on any 
of the “sacred” items. 

The Treasury contends, in 
words, that the proration concept al- 
locates an appropriate fraction of these 
items to policyholders (804(a)(1) and 
809(a)(1)), and that the company is 
allowed a deduction for its share of 
these items (804(a)(2)(A) and 809(d)(8)). 

On the other hand, if the tax-exempt 


other 


interest is omitted from the return com- 
pletely, the tax so computed is smaller 
than the one that results from following 
Form 1120L. Some people contend that 
this demonstrates that the tax form— 


and the definitions—result in the impo- 


sition of tax on tax-exempt interest. 
Some companies have excluded tax- 
exempt interest from their returns. 


Other companies have backed into a de- 
duction to produce the same results as 
interest 
completely from the return. Still other 
the 
amounis of these items in gross income, 
between the 
holders and the company, and have de- 
ducted the entire amounts of these items 


if tax-exempt were omitted 


companies have included entire 


prorating them policy- 


—not just the company’s share. This 
produces an even lower tax, but I doubt 
whether it produces a result warranted 
by the statute. 


Reserves 


Still another important factor that 
enters into the proration of income be- 
tween the policyholders and the com- 
pany is the amount of the reserves. The 
larger the reserves, the greater percent- 
age of the income allocated to policy- 
(805(a)(1) and 809(a)(2)(B)). 
There are two ways in which the com- 


holders 


pany can increase the amount of its re- 
serves. One way is to make more con- 
servative assumptions as to mortality 
and/or interest in the calculation of the 
reserve; this is known as “strengthening” 
the reserve. If a company strengthens 
or weakens) a reserve, the amount of the 
strengthening (or weakening), that is, 
the difference between the reserve at 
the close of the year calculated on the 
new basis and the old basis, is taken 
into account 10% per year, starting the 
next year (810(d)). The Treasury con- 
tends—and I think correctly—that re- 
serves cannot be strengthened for tax 
purposes only; they must be strength- 
ened for both tax and book purposes. 
In other words, in order to have the 
tax advantage of strengthened reserves, 
the company must file its annual state- 
ments with the Insurance Commissioners 
on the strengthened basis; this “hits” 
surplus. If the company has ample sur- 
plus, this probably is the best solution 
in the long run. On the other hand, as 
of what date can reserves be strength- 
ened? 

The Life Insurance Company Income 
Tax Act of 1959 was effective January 
1, 1958; but it was not approved by the 
President until June 25, 1959. By that 
time, reports as of December 31, 1958, 
had long since been filed with the In- 
surance Commissioners. Was it too late 
for a company to file an amended re- 

strengthened 
31, 1958, so as to get the 
advantage of one-tenth of the strength- 


port on a basis as of 


December 


ening in 1959? Going back even further, 
was it too late to file an amended re- 
port as of December 31, 1957, so as to 
get the advantage of strengthening in 
both 1958 and 1959? No one knows the 
answer to these questions, but Insurance 
Commissioners have received and kept 
amended reports. Whether the courts 
will hold them effective is anyone’s 
guess. 

Many companies do not have enough 
surplus to strengthen their reserves for 
book purposes. They would like to have 
the tax advantage, but they cannot 
afford it. A special provision of the Life 
Insurance Company Income Tax Act 
of 1959 gives them some relief on their 
preliminary term reserves (818(c)). 

Preliminary term reserves differ from 
net level premium reserves in one re- 
spect. In the first case, the full agents’ 
commissions are taken out of amounts 
that would otherwise be added to re- 
serves during the first year of the con- 


tract; in the second, they are spread as 
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a level amount over the insured’s life 
expectancy. Thus, preliminary term re- 
serves are smaller than those calculated 
under a net level premium method. 

This special provision gives a com- 
pany an election to revalue its prelim- 
inary term reserves on the net level 
premium method, at both the beginning 
and the end of the taxable year. If the 
election is made, it must be adhered to 
for all subsequent years, unless the 
Treasury gives permission for a change. 
Making this election will produce larger 
reserves and thus lower the tax. In the 
long run, however, it is less advan- 
tageous than actually strengthening the 
reserves. 

The ideal approach, according to 
the actuaries, is to strengthen reserves 
as to existing business as of, say, De- 
cember 31, 1960, and to make the pre- 
liminary term election on the approxi- 
mate revaluation method, effective Janu- 
ary 1, 1961, as to business written in 
1961 and later years. This gives all the 
advantages of actual strengthening plus 
the advantage that the approximate re- 
valuation method produces larger re- 
serves than the exact calculation. 

As I stated earlier, this technique 
produces the optimum results according 
to the actuaries. On the other hand, 
some people are inclined, with Omar, 
to take the cash and let the credit go. 
Chey feel that the best technique is to 
save taxes now and forget about the 
long-run savings. Like Shaw, they feel 
that in the long run we shall all be 
dead. They feel that, before the long 
run arrives, the statute probably will be 
amended. 

The Life Insurance Company Income 
Tax Act of 1959 requires a company to 
amortize premium and accrue discount 
on bonds (818(b)). Except in the case of 
original issue discount, other taxpayers 
can treat the difference between the 
basis of corporate or Governmental 
bonds and the amount received on the 
redemption thereof as capital gains 
(1001, 1201, 1221, and 1232). Query: 
Does the requirement for accrual of 
discount in the case of a life insurance 
company change both the timing and 
the character of such income? 

Obviously, under the statute, such 
discount must be accrued currently; but 
it can be argued that this does not 
change the character of the item. Even 
though it must be reported currently, it 
still should be capital gain in the hands 
of a life insurance company, just as in 
the hands of other taxpayers. In other 


words, it remains capital gain; the 
statute merely requires the life insur- 
ance company to “prereport” it. The 
Treasury does not agree with this con- 
tention (Rev. Rul. 60-210, 1960-22 IRB 
10; cf. Rev. Rul. 60-306, 1960-39 IRB 7). 

Treating bond discount as capital 
gain may or may not be advantageous 
for a particular company. If bond dis- 
count is capital gain, the entire amount 
is subject to tax at the rate of 25% 
(802(a)(2)). On the other hand, if it con- 
stitutes interest income, under the pro- 
ration concept only the company’s 
share is subject to tax (804(a)(1) and 
809(a)(1)). Each company will have to 
make its own calculations to determine 
which treatment is more advantageous 
and plan its strategy accordingly. It 
should be noted, however, that, if bond 
discount does constitute capital gain, 
the amount of the gain logically should 
be calculated with reference to the fair 
market value of the bonds on December 
$1, 1958. 


Planning for depreciation 

Since insurance companies were not 
subject to tax on capital gains before 
January 1, 1959, for the purposes of de- 
termining gain on disposition of capital 
and Section 1231 assets, they are per- 
mitted, in effect, to use the value of the 
assets on December 31, 1958, as their 
basis, if this is higher than the cost 
(817(b)). They are not, however, allowed 
to use the December 31, 1958, value for 
the purpose of determining loss, de- 
preciation, or depletion. This provision 
produces an unusual opportunity for 
tax planning. 
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Assume that an insurance company 
owns a rental building that has very 
little basis left but that had substantial 
value on December 31, 1958. Alterna- 
tively, assume that it owns an oil prop- 
erty that has no basis but that was worth 
a substantial amount on December $1, 
1958. 

In the first case, the company is 
entitled to very little depreciation (167 
(f), 1011, and 1012); in the second, to 
percentage depletion only (611, 612, 
613, 1011, and 1012). Thus, a large por- 
tion of the income from the properties 
is subject to tax. On the other hand, 
the company could sell the properties at 
little or no cost in capital gains tax, be- 
cause their basis for the purpose of de- 
termining gain would be their value on 
December 31, 1958. The proceeds could 
then be invested in a new building or 
oil property, as to which the company 
would be entitled to a large deprecia- 
tion deduction (167(f), 1011, and 1012) 
—even one calculated under one of the 
accelerated depreciation methods (167 
(b)(2), (3), and (4))—and to cost deple- 
tion (611, 612, 1011, and 1012). 

The Life Insurance Company Income 
Tax Act of 1959 is so complicated, so 
technical, and so vague, that I could 
do no more—in a paper of reasonable 
length—than to discuss some of the 
trouble spots. This I have tried to do 
here. 

In conclusion, I want to announce my 
belief that Congress has once again 
demonstrated its affection for account- 
ants and lawyers. This statute is sure to 
be a fertile breeder of controversy and 
litigation! vw 





New compensation decisions this month 


*CA-10 finds that payment to widow 
was gift. The taxpayer's husband had 
been a principal executive of a family 
corporation. After his death, the corpo- 
ration continued his $30,000 a year 
salary to her for two years. This court 
affirms the district court’s finding that 
this was a nontaxable gift. The finding 
is supported by substantial evidence, 
and nothing in the Supreme Court’s 
opinion in Duberstein precludes this re- 
sult. Kasynski, CA-10, 11/1/60. 


Employee's power to withdraw own con- 
tributions won't disqualify pension plan. 
Though a pension plan may provide 
incidental benefits in addition to its 
chief purpose of paying retirement pen- 


sions, a plan that permits withdrawals 
prior to retitrement cannot qualify. The 
IRS here rules on a plan that permits 
an employee to withdraw his own con- 
tributions plus interest at 2%. This plan 
qualified because withdrawals were 
limited to employee contributions plus 
actual earnings. The plan was subse- 
quently amended to permit withdrawals 
of contributions plus an amount in lieu 
of interest that increased for each year 
of participation to 20% after 10 years. 
As amended, the plan does not qualify. 
The payments in lieu of interest would 
not reflect actual earnings on the em- 
ployee’s contributions but would be in 
part a payment of the employer's con- 
tribution. Rev. Rul. 60-281. 
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Griswold sees Duberstein as example 


of excessive reliance on fact finders 


T RECENT YEARS comment by tax 
writers on Supreme Court cases has 
frequently criticized the Court for re- 
curring failure to lay down clear rules 
for the guidance of lower courts and the 
IRS; practitioners in other specialties 
been unsatisfied, and 


have similarly 


those concerned with the over-all de- 
velopment of the law have questioned 
whether the Supreme Court is fulfilling 
its function. Professor Henry L. Hart in 
an article! in the Harvard Law Review 
in 1959 laid much of the difficulty to 
the heavy workload of the Court. Thur- 
man Arnold replied? this year that he 
felt the burden was not too great. 

The latest article? in the discussion, 
by Dean Erwin N. Griswold of Harvard 
Law School, is of particular interest to 
taxmen because he used the recent cases 
on taxable-compensation versus gilt 
(Stanton, Duberstein and Kaiser) as ex- 
amples of excessive reliance on the 
finder of fact, a tendency he notes in 
many fields of law 

Dean Griswold says, ‘““The volume of 
the work of the Court is staggering. 
When one adds to that the factual com- 
plexity, the intellectual and legal in- 
tricacy of many of the questions, the 
public importance of the problems and 
the difficulties inherent in reaching mu- 
tual understanding in any group of 
nine men, the burden seems to me to 
be insupportable, and to be a fair ex- 
planation of the source of some of the 
problems that some thoughtful persons 
have found in the work of the Court in 
recent years. 

“Basically,” Dean Griswold continues, 
“the Court’s problem comes from the 
number of cases of extreme complexity 
and difficulty which, in the public in- 
terest, have to be decided. Since these 
cases are inescapable, the Court should 
be protected from having to decide other 
cases of lesser magnitude. A number of 
years ago I urged that there should be 
a separate Court of Appeals to which 


all nonconstitutional tax cases should 
go for final decision. That seemed a 
good idea to me then, and it seems even 
better now. The same approach could 
be taken in a considerable number of 
other areas when constitutional 
tions are not involved. 

“The bar should take the lead in de- 
veloping legislation which will reduce 
the burden on the Supreme Court. 

If the bar does not aid the Court in 
reducing its burden, then the bar must 
be content to accept a considerable num- 
ber of opinions which are turned. out 
in a necessarily rather superficial way, 


ques- 


and without any opportunity, in sub- 
stance, for ‘the maturing of collective 
thought.’ ”’ 

The function of a jury, Dean Gris- 
wold points out, is to “decide questions 
of fact on evidence adequate to support 
a verdict.” But in recent years the 
Supreme Court has given juries too 
much scope, particularly in Federal Em- 
ployer’s Liability Act cases. 

“During the past term, there was a 
further of what 
me to be the Court’s excessive deference 


indication seems to 
to the triers of facts, and in a wholly 
different context. This was in three tax 
cases, involving the question whether 
certain payments were ‘gifts,’ and thus 
exempt from income tax, or were, on the 
taxable as The 
were decided under two 
names,* and with seven opinions alto- 
gether. They were examples, I think, 
of the failure of ‘the maturing of collec- 


other hand, income. 


three cases 


173 Harv L Rev 84. 

273 Harv L Rev 1298. 

274 Harv L Rev 81. 

4 Duberstein, 363 U.S. 278 (1960); Kaiser, 363 U.S. 
299 (1960). I make no reference to the names of 
individual Justices, because such problem as may 
be found in the disposition of these cases seems to 
me to be a collective problem, for which the entire 
Court shares responsibility. None of the several 
opinions in the cases, in my view, makes a suffi- 
cient contribution to what is after all a not too 
difficult, rather homely, and very practical and re- 
curring problem. 

5 Duberstein, 363 U.S. 278, 290 (1960)... 





tive thought,’ as well as of the unfor- 
tunate enlargement of the function of 
the jury or other finder of the facts. 

_ “The opinion in Commissioner v. 
Duberstein covered two cases. Duber- 
stein itself involved a Cadillac car which 
had been given by a businessman to an- 
other who had recommended customers 
to him. Decided with it was the case of 
Stanton v. United States, in which the 
taxpayer, on his retirement as treasurer 
of Trinity Church in New York City, 
had been given $20,000. Kaiser v. United 
States involved a strike benefit payment 
made by a union to a nonmember who 
had gone out on strike. In Duberstein, 
the finder of the facts was the Tax 
Court, and it held the Cadillac income. 
This was affirmed by the Supreme Court. 
In Stanton, the finder of the facts was 
the district court, and a majority of the 
Supreme Court felt that the judge did 
not reveal just what he did find, so the 
case was remanded for further findings. 
In Kaiser, a jury had found that the 
payment was not income, and _ the 
Supreme Court held that this 
stand. 


must 


Standards lacking 


“What is the result of all this?’’ Dean 
Griswold asks. “In these ‘gift’ cases we 
are told that it is a matter for the fact 
finder in each case. We are advised that 
this will not ‘satisfy an academic desire 
for tidiness,5 and I concur. I venture 
the thought that it will not please prac- 
tical lawyers either, within or without 
the Government.® Should all tax ques- 
tions simply be submitted to juries for 
their judgment, representing a sample 
of the general public? Of course not. 
Certain questions are appropriate for 
jury decision. But there are also qués- 
tions of law; and there are questions of 
mixed law and fact, where the legal 
element is the responsibility of the court. 
To overrate the function of the jury 
(or other trier of the facts) is to shirk 
the function of the court, and to fail 
to administer justice rationally, con- 
sistently, and soundly. 
® See a very practical commentator, Prentice-Hall 
Lawyer's Weekly Report, June 20, 1960, p. 2: 
“Where do we go from here? This much is sure: 
Unless Congress acts, there’s little doubt that there 
will be a wide variance in lower-court interpreta- 
Perhaps a final satisfactory solution 
won't be reached until the Supreme Court has an- 
other opportunity to reconsider what it has 
wrought.” 

TIRC 1954, Section 61(a). The provision of IRC 
1939, Section 22(a), was similar. 
8 Glenshaw Glass Co., 348 U.S. 426, 429 (1955). 


® IRC 1954, Section 102(a). IRC 1939, Section 22 
(b) (3), was similar. 


tions. ... 
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“Surely some guides and standards 
could be developed and laid down in 
cases like these. The statute taxes ‘in- 
come from whatever source derived,’* 
and the Court ‘has frequently stated that 
this language was used by Congress to 
exert in this field “the full measure of 
its taxing power.” ’§ It is true that this 
general principle has to be construed 
with the exemption granted to ‘prop- 
erty acquired by gift, bequest, devise, or 
inheritance.’"® The context of the word 
‘gift’ in this phrase gives a considerable 
clue to its limitations. Where the trans- 
action clearly has commercial or eco- 
nomic elements, where there is a quid 
pro quo, and no aspect of family love 
and affection, it would be more satis- 
factory, it seems to me, to rule as a mat- 
ter of law that property transferred is 
not a ‘gift,’ rather than to leave each 
such case to the apparently unguided 
surmise of the trier of the facts. It is no 
doubt true that a standard established 
by the Court as a construction of the 
statutory provision would not decide 
every conceivable case that might arise. 
It is the nature of legal questions that 
many of them fall between earlier deci- 


sions, or very close to the line, and thus 
require further refinement, or even 
qualification, of earlier decisions in the 
field. 

“But that is no reason for not pro- 
viding guidance which will resolve a 
large proportion of the cases, and even 
more important as a practical matter, 
will enable administrative officers and 
counsel advising clients to resolve many 
of the problems long before they de- 
velop into disputes or litigation. 


Legislation not desirable 


“It is true that Congress can step into 
this situation, and make the statute 
more explicit. It could be that such 
action by Congress is one of the reasons 
for some of the great length and com- 
plexity of the taxing statute, and it is 
somewhat painful to contemplate the 
statutory verbiage that will have to be 
written to deal with this problem. Such 
a statutory solution would surely be 
more difficult to apply than would have 
been a fairly simple, straightforward 
opinion dealing with the questions in 
these cases (in which no direct fact was 
disputed) as questions of law.” * 


New fraud and negligence decisions 





Diversion of corporate income to stock- 
holder fraudulent. The Commissioner is 
held justified in resorting to a net-worth 
computation to prove that an auto sales 
corporation realized and failed to re- 
port income from over-invoice payments 
on car sales during the period 1945-1948, 
and that its majority stockholder di- 
verted the payments to his personal use. 
The Tax Court found and this court 
affirms that transactions in which autos 
were billed to members of the stock- 
holder’s family and then sold to ulti- 
mate purchasers were merely a device 
for preventing the profit from being 
shown on the corporate books. Fraud 
penalties are sustained against the stock- 
holder and the corporation. Jaeger 
Motor Car Co., CA-7, 11/16/60. 


Declaration deemed filed even though 
not found in IRS office. The court con- 
cludes that taxpayer filed a timely de- 
claration of estimated tax even though 
no such declaration was found in the 
ofice of the District Director. It was 
established that taxpayer signed such a 
declaration, of which he kept a copy, 
that the signed declaration was given by 
him to the accountant who had prepared 


it for mailing to the proper office of col- 
lection, and that the accountant, a care- 
ful and competent professional man, 
made a practice of immediately mailing 
such signed declarations to the proper 
official. Kasachkoff, TCM 1960-252. 


Deficiencies were due to fraud with in- 
tent to evade tax. Taxpayer operated 
a tailoring business. Deficiencies were 
determined for the years 1943-1947 based 
upon the net-worth method. Previous to 
1943 taxpayer was practically insolvent, 
but in 1947 he had a hoard of $20,000 
in cash and $70,000 in U. S. bonds. He 
reported net income for this period of 
approximately $10,000 and showed no 
sources of nontaxable income. The court 
affirms the Commissioner’s finding of 
fraud. Friedberg, TCM 1960-251. 


Fraud penalty upheld on deficiencies 
reconstructed by net worth. The Com- 
missioner’s determination of taxpayer’s 
income from the sales of cattle, beef, 
and hides was determined by the net- 
worth method. On the basis of sub- 
stantial amounts of income over a long 
period of years, the court finds part of 
the deficiency for each of the years, 
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except one, was due to fraud with in- 
tent to evade tax. Newell, TCM 1960- 
249. 


Dentist’s income reconstructed by net 
worth method. Use of the net worth 
method is held justified in reconstruct- 
ing the income of a dentist. However, 
the failure of the Commissioner to pro- 
duce adequate evidence of the contents 
of taxpayer’s 1946 return, other than an 
assessment list showing that a certain 
amount was listed and paid by taxpayer, 
is considered fatal to his fraud assess- 
ment for that year. For the years 1947- 
1953 the fraud penalties are sustained 
upon proof of substantial omissions. 
Baglivo, TCM 1960-229. 


Fraud penalty upheld after conviction 
for tax evasion. During the tax years 
in question, taxpayer’s principal income 
was derived from a sole proprietorship. 
His returns reported small amounts of 
net income and almost trivial amounts 
of tax. His expenditures and increase 
in wealth over these years were wholly 
inconsistent with his reported net in- 
come. Moreover, the evidence disclosed 
that he had been criminally convicted 
for tax evasion for the years in question 
and that his business receipts were sub- 
stantially understated in each of the 
returns. The court holds the omissions 
considered in the context of the record 
amply support the Commissioner's de- 
termination of fraud. Bottenfield, TCM 
1960-241. 


Complete failure of proof. Taxpayer 
appeared and undertook the trial of his 
own case. He made a few statements of 
fact in support of the alleged errors on 
the part of the Commissioner in dis- 
allowing claimed deductions but pre- 
sented nothing that was tantamount to 
proof of error. The court sustains the 
Campbell, 


Commissioner's findings. 


TCM 1960-250. 


Large unexplained bank deposits in- 
dicate fraud. Taxpayer, employed as an 
advertising executive by Republic Pic- 
tures, reported income solely from sal- 
ary. The Commissioner found large un- 
explained bank deposits. Evidence was 
presented that he had received payments 
for placing accounts of his employer. 
This evidence, considered in conjunc- 
tion with large unidentified bank de- 
posits and investments from unidenti- 
fied sources, is held to clearly indicate 
fraud. Carlin, TCM 1960-236. 
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Ruling threatens loss of exemption to 


social clubs when non-members use facilities 


by PETER ELDER 


The widespread practice of members of private tax-exempt social clubs of sponsor- 


ing use of club facilities by outsiders is seriously threatened by Rev. Rul. 60-324. 


IRS has long insisted that exempt clubs must not go into business, but the line is 


fuzzy in very many clubs as efforts to keep dues down has led to frequent outside 


us€, 1.€., 


service club luncheons, commercial entertaining, etc. The new ruling 


serves more to remind clubs that the IRS intends to enforce its long-standing rule 


than to enunciate any new rule. A serious look at club operations is recommended. 


Sd costs and changing social pat- 
terns are confronting most social 
clubs with serious financial problems. 
Efforts to keep clubs in operation with 
dues to members at a reasonable level 
are leading some clubs to the practicc 
of permitting use of club facilities by 
however, 
Virtually 
reader of this journal has, in all likeli- 
had 
this sort. 
Che IRS has just, in Rev. Rul. 60-324, 


emphasized that it means to enforce an 


non-members, usually, spon- 


sored by a member. every 


hood, some recent experience of 


old rule against widespread catering to 
the general public by social clubs. 
The Code Rev. 


Rul. 58-589 are quite clear on how far 


Regulations, and 


an exempt social club can go. Conse- 
quently, the widespread comment in the 
the general- 
Rev. 


denying exemption to a club 


daily newspapers and in 


circulation Rul. 


60-324, 


magazines on 


that went beyond those bounds, prob- 
that the 


change in IRS policy but rather that 


ably means not ruling is a 
clubs have fairly generally attempted to 


avoid these restrictions. Rising prices 
have made it difficult to maintain club 
facilities without raising dues; increas- 
ing income by permitting nonmembers 
to use club facilities has been an all-too- 


The 


Rul. 60-324 followed the procedure 


easy club ruled on in 


Rev. 


of requiring that nonmembers using the 


answer. 


facilities, e.g., civic groups holding 


lunches there, be sponsored by a 
ber of the club. Charges for the 
were recorded in the sponsoring 


mem- 
affair 
mem- 
ber’s account, and he paid the club, 
being privately reimbursed by the group. 
By this arrangement, while the outsiders 
were permitted the use of the club, the 
club hoped it was not making its facili- 
ties available to the general public. 


Extent of activities 

The IRS, in revoking the exemption, 
found that income from sales to such 
outside sponsored groups ranged from 
907 
12 sé 


from all sources, including dues. In one 


to more than 17% of total income 
year gross profit from these activities 
of the total 
profit. It was also found that in one 
40% of 
the total number of major functions by 


amounted to 25% gross 


year such activities exceeded 
the club. The analysis of the operations 
of the club indicated that its facilities 
were being made available to the general 
public, despite the member-sponsoring 
arrangement, and that the transactions 
were of such magnitude and recurrence 
as to constitute engaging in business 
and could not be considered to be mere- 
the 
the general club purposes. It should be 


ly incidental or in furtherance of 
noted that an independent survey of 
the that, if the 
side activities were discontinued, a sub- 
stantial the 


club had shown out- 


increase in annual dues 


would be necessary. 


As a result of such activities, it was 
held that the club was not being op- 
erated for pleasure, recreation, or other 
nonprofitable purposes. Accordingly, the 
club no longer qualified for exemption 
from Federal income tax. 

It should be observed that the club 
was, in effect, making its facilities avail- 
able to the general public and, as a 
result of such action, benefit inured to 
the individual club member, since the 
income from the outside activities ob- 
viated the necessity of increasing the 
annual dues. The ruling presents a very 
graphic picture of a club permitting too 
many to socialize there—so much so that 
it was considered to be engaging in a 
business. The issuance of this latest rul- 
ing warns us that the Service is applying 
the criteria or tests set forth in the 
earlier ruling. If the tests are not satis- 
fied, clubs will lose their exemptions. 


Exemption easy to obtain 

The Internal Revenue Service will 
usually give its blessing to a group of 
individuals who decide to organize a 
social and recreational club by granting 
the club an exemption from Federal in- 
come tax. Club facilities for its mem- 
bers can include almost anything they 
wish—golf course, swimming pool, tennis 
courts, snack bars, dining rooms, in- 
cluding dining facilities for private use, 
etc. To obtain approval from the Serv- 
ice, the club must be organized and 
operated exclusively for pleasure, recrea- 
tion, and other nonprofitable purposes, 
and no part of the net earnings may 
inure to the benefit of any private share- 
holder.1 with 
these requirements and the filing of 
1025 with the local 
District Director, the blessing will be 


Assuming compliance 


Form the office of 
received in the form of a letter granting 
exemption from Federal income tax. 

The Regulations on social clubs say 
that, in general, the exemption extends 
to clubs supported solely by member- 
ship fees, dues, and assessments. Though 
the use of the word “solely” would seem 
to restrict the club to these sources of 
income, the Regulations also provide 
that, merely because a club raises rev- 
enue from members through charges for 
the use of its facilities or in connection 
with its activities, it will not be dis- 
qualified. 

The Regulations warn that, if a club 


1 Section 501(c) (7), IRC. 
© Ree. 1.501 (a) -1. 

* Reg. 1.501 (ce) (7)-1(a). 
4 Reg. 1.501(c) (7)-1(b). 
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Peter Elder is a certified public ac- 
countant and a partner in the New York 
office of the accounting firm of Peat, 
Marwick, Mitchell & Co.] 





engages in business, as, for example, 
by making its social and recreational 
facilities available to the general public 
or by selling real estate, timber, or other 
products, it will not be considered as 
operating within the intent of Section 
501(a) of the Code. It is further warned 
that 


solicitation by advertisement or 


otherwise for public patronage of its 
facilities is prima-facie evidence that 
the club is engaging in business and is 
not being operated within the intent of 
the law. An incidental sale of property, 
however, will not deprive a club of its 
exemption.4 

The above language is clear. If a club 
wishes to retain its exemption from in- 
come tax, it had better limit socializing 
bona fide 
compete with or- 


to its members and their 


guests. If it starts to 
ganizations subject to tax, it may soon 


join their ranks. 


1958 ruling 

Does this mean that a club may never 
make its facilities available to the gen- 
eral public? No, it does not. The In- 
ternal Revenue Service discussed this in 
Rev. Rul. 58-589. 


the general public on occasion to par- 


A club may permit 


ticipate in its affairs so long as such 
participation is incidental to, and in 
furtherance of, the general purpose of 
the club and income therefrom does not 
inure to the members. This last require- 
ment would seem to be satisfied if the 
receipts from nonmembers do not ex- 
ceed the expenses allocable to their 
participation. 

If the purpose of a club in making 
its facilities available to the general 
public is to increase its funds for en- 
larging its facilities or otherwise bene- 
fiting its members, it will not be con- 
sidered to be operating within the in- 
tention of the Code. The ruling further 
not enter into 


outside activities with the purpose of 


warns that a club must 


deriving profit, and if such income-pro- 
ducing activities are other than inci- 
it will 
be considered that they are designed to 


dental, trivial, or nonrecurrent, 
produce income and will defeat the ex- 
emption. Thus, a club might jeopardize 
its exemption where it permits many of 
the local civic organizations to use its 
continuous basis, 


facilities on a even 


though the purpose of it is not to make 


a profit, since it could be considered 
that such activities were designed to 
produce income. 

In many clubs the question of tax- 
ability is of limited importance, for 
they would never show a profit for tax 
purposes, even if their tax-exempt status 
were lost. Furthermore, most clubs do 
not record depreciation; if they did, 
their expenses would likely go very 
much above their income, so that no 
tax would be due. One important ex- 
ception to this general statement could 
be the case where a club engaged in 
capital transactions within a year, such 
as sale of appreciated securities or real 
estate, thus generating gain greater than 
that year’s expenses. Loss of exemption 


~~. 


in such a case could be disastrous. 


Exemption of riding club 
on Tax Court Docket 

AN INTERESTING CASE involving a rodeo 
sponsored by a riding club that annually 
sponsors a rodeo is now before the Tax 


The IRS that the 


Clements Buckaroos is an exempt or- 


Court. denies 
ganization and assesses it some $7,000 
in taxes and penalties for the years 
1955 to 1958. The taxpayer's petition 
describes itself as a membership cor- 
poration, admitting only those owning 
and the town of 
Clements, California. The organization 


horses living near 
acres of land with cor- 
rals, grandstand, chutes, etc., 
the The organization 
erected a clubhouse used by 


owns about 17 
used in 
annual rodeo. 
the mem- 
bers and, the petition admitted, some 
charitable and public service groups 
for 
small amounts to cover cleaning and 
The 
limited to amateurs; an admission charge 
is made, but the event is operated by 
club members voluntarily. The petition 
is filed in Docket Number 89412. w 


admitted without charge except 


similar costs. annual rodeo is 


New decisions 





Loans did not jeopardize exempt pur- 
pose. In an opinion in which few facts 
are stated, the exemption of a charitable 
foundation is upheld. Apparently, a 
subsidiary of the foundation was en- 
gaged in a commercial business, and 
loans were made to the subsidiary. But 
it was held that, despite the loans, there 
was not an unreasonable accumulation 
of funds to affect its exemption. Caruth 
Foundation, DC Tex., 10/26/60. 
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N.Y. puts 15-year limit 
on all estate tax liens 


ONCE AGAIN New York has changed the 
limit on estate tax liens, setting it at 15 
years, regardless of the value of the 
property. The law here has had an in- 
teresting history. Prior to 1950, these 
liens had an unlimited life, much to the 
harassment of title searchers. who had 
to be very careful about property com- 
ing from an estate. Subsequently, the 
lien was limited to 15 years if the prop- 
erty was assessed at less than $10,000, 
and somewhat later the lien on property 
worth more than $10,000 was fixed at 
1960, all 


20 years. As of September 1, 
liens have a 15-year life. 


Wisconsin property taxes 
can’t go much higher 


THE NEED for property tax relief in 


been reaffirmed by a 
recent report of the state’s Business Re- 


search Council. “Property taxes in Wis- 


Wisconsin has 


consin are high by either historical or 
interstate standards” and they have in- 
creased greatly in proportion to income 
since the war. Equity and the economic 
growth of the state require that revision 
be sought along the lines of broadening 
and diversifying the tax bases through 
flattened personal income taxes, a non- 
ageressive general sales tax, miscel- 
laneous state taxes, and improved dis- 
tribution of state aid. 

conclusions 


These are some of the 


stated in Property Taxation and _ the 
Wisconsin Tax System by the Wisconsin 
Research Council, for which 
W. D. Knight of the University of Wis- 
consin served as Research Coordinator. 


3usiness 


This 134-page report is one of a series 
that will ultimately cover all aspects of 
Wisconsin’s state and local taxes and 
will guide substantial revisions. 

The Business Research 
Council, which prepared the report, is 


Wisconsin 


a group of Wisconsin business execu- 
tives and University of Wisconsin facul- 
tv members, financed in part by the 
Committee for Economic Development 


and in part by the University. we 





Do suburban farm lands 
merit rural tax rates? 


THE DEMAND for home sites near large 
cities has skyrocketed the price of sub- 
urban farm lands. The farmer, waiting 
for top dollar before selling, would like 
to keep his rural classification and pay 
relatively low taxes. Local authorities, 
however, would like to meet their need 
for greater revenue by taxing the land 
at its true market value, even before it 
is actually divided into residential lots. 

In two states legislation concerning the 
rate to be applied has been at issue, and 
court tests of constitutionality resulted. 
Minnesota’s Supreme Court held it was 
proper to tax suburban farm lands at 
residential rates, even before subdivi- 
sion, because the constitution requires 
tax assessments of realty to reflect its 
market value regardless of use. Mary- 
land’s Court of Appeals dealt with a 
statute that sought to avoid this result 
by providing that land actively used for 
farming could not be assessed on any 
other basis. This law was held improper 
in that it denied equal treatment of tax- 
payers, and a constitutional amendment, 
recently passed, was necessary to vali- 
date such a restriction. 

The result reached in Minnesota is 
many experts. Worried 
about home sites at reasonable prices, 
they would like to see land taxed more 
and houses less. On the theory that if 
land speculation were less profitable, 
more of it would be improved promptly, 
they would like to see a return to the 
old days when land carried nearly half 


approved by 





the total of the realty tax load. Through 
the years this proportion has diminshed 
to 5%, although land represents a third 
of our total national wealth. In Mary- 


land, where suburban farm lands will 


retain a rural tax rate, the incentive is 
more likely to encourage land specula- 
tion than development for residential 
purposes. When the land is ultimately 
released for improvements, homes, high- 
ways, sewers, and everything else are 
bound to reflect the 
cost. w 


increase in its 


N.Y. taxes free-lance 
artists as businessmen 


A COMMERCIAL ARTIST is not practicing 
a profession, in the eyes of the New 
York State taxing authorities. The un- 
incorporated business tax, applicable to 
everyone in business activity, except 
professionals, applies to artists and il- 
lustrators. In a recent case a free-lancer 
proved that his personal services ac- 
counted for more than 80% of his gross 
income and that capital produced vir- 
tually no income. Although both these 
factors are considered characteristics of 
a profession, the New York court re- 
fused to grant the artist an exemption 
from the business tax. (White, App. 
Div., 3rd Dept.) vw 


Alabama tries psychology 


IN A ONE-WEEK TRAINING COURSE for its 
tax examiners, Alabama started with 
“Legal Types of Taxpayers” and spent 
two evenings on “Human Relations.” 
The rest of the week was spent on more 
usual topics: the tax law and regulations. 
Given by the University of Alabama for 
the Department of Revenue as part of 
its program for continuing professional 
development, the course drew instruc- 
tors from the accounting and psychology 
departments. A good inspector probably 
needs plenty of know-how in both. 





Bulk sales of oil to industrial con- 
sumers are retail. Washingon imposes a 
business and occupation tax upon what 
are known as “wholesale functions.” 
The tax is imposed on persons “dis- 
tributing . articles owned by 
them their own warehouse or 
other central location in this state to 
two or more of their own retail stores 
or outlets.” Taxpayer, an oil company, 


from 


al decisions 


brought its products into the state and 
deposited them at terminal storage 
plants, from which they were distributed 
to a number of bulk stations. 
these bulk stations the products were 
transferred either to retail service sta- 
tions and the like or (at bulk prices, in 
bulk quantities, and for business use) to 
industrial, commercial, and agricultural 
consumers and to Government and 


From 
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marine vessels. The controversy con- 
cerned transfers of this latter type, 
which accounted for a little over 40% 
of the dollar value of the products 
handled by the bulk stations. Taxpayer 
contended that these transfers were not 
taxable because the bulk stations were 
not “retail stores or outlets” within the 
meaning of the statute. Taxpayer evi- 
dently contended that “retail outlets” 
were only those that sold packaged 
articles in small quantities for personal 
use. The court rejected this argument, 
relying upon a statute that defined “re- 
tail sale’ broadly enough to include 
these sales to industrial and similar con- 
sumers, and saying, “We are at a loss to 
understand what a retail outlet is if it 
is not a place in which retail sales are 
made.” The court also rejected, as un- 
founded, taxpayer’s contention that 
plants that made more wholesale sales 
not be con- 
sidered ‘retail outlets” within the mean- 


than retail sales could 


ing of the statute. The court rejected 
another argument, based on the statu- 
tory use of the world “article,” saying, 
“A tank of gasoline may be a much 
larger object than a bottle of hair oil; 
but we fail to see wherein it is any less 
an article.” Finally, the court held that, 
although the products might be held to 
retain their interstate character through- 
out their distribution, they nevertheless 
acquired intrastate character upon de- 
posit at the terminal storage plants prior 
to distribution to the bulk stations. The 
court accordingly rejected a contention 
that the tax constituted an undue bur- 
den on interstate commerce in_ viola- 
tion of the U. S. Constitution. Standard 
Oil Co. of Calif., Sp. Ct. Wash., 9/22/60. 


Pig iron ballast not exempt as supplies. 
The Alabama sales tax statute exempts 
sales of “supplies for use or consump- 
tion abroad ships plying on the high 
seas.” The statute does not exempt, how- 
ever, sales of “supplies . . . for use in 
fulfilling a contract for the .. . recon- 
ditioning of vessels.” Taxpayer had pur- 
chased a quantity of pig iron bars for 
installation aboard its vessels by a con- 
tractor who was to convert certain of its 
cargo vessels to so-called container ships. 
Che purpose of the ballast was \to in- 
sure the proper stability and trim of 
the vessels. The court held that the sale 
was taxable because the pig iroh bars 
were to be a permanent installation, 
and were not to be used or consumed 
aboard ship. Waterman Steamship Corp., 
Sp. Ct. Ala., 9/8/60. 


U. S. sale of complete defense plant not 
“casual and isolated.” Maryland exempts 
from sales tax casual and isolated sales 
by a vendor who is not regularly en- 
gaged in the business of selling tangible 
personal property. Taxpayer, who had 
purchased an entire aluminum extru- 
sion defense plant as surplus property, 
claimed the benefit of this exemption. 
Although the court was willing to as- 
sume that the United States was not 
regularly engaged in the business of 
selling surplus property, it ruled that 
the sale was not casual and _ isolated, 
since it was only one of a long series 
of operations to be continued into the 
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indefinite future. The court also held 
that, whether or not the machinery and 
equipment became realty for other pur- 
poses upon being affixed to the real 
estate, they remained personalty for 
purposes of the tax in question. Finally, 
since the tax had already been paid, the 
court declined to rule on whether the 
United States could be compelled to 
collect it from the purchaser (the statute 
imposed the obligation on the seller) 
but remarked in passing that the mere 
liability to collect the tax would not 
impose an burden. 
Kaiser Aluminum & Chemical Corp., 
Ct. Appls. Md., 11/9/60. 


unconstitutional 
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This is an informal exchange of ideas, questions, and comments arising in 


everyday tax practice. Readers are invited to write to the editors: Theodore 


Berger and Burton W. Kanter, 209 South LaSalle Street, Chicago 4, Illinois. 


Surtax exemption should be 
allowed to multiples in full 


How iS ONE SURTAX exemption to be 
allocated among four corporations after 
the stockholders have agreed to disal- 
lowance of multiple surtax exemptions? 
Lewis R. Donelson III of Memphis, 
Tennessee, author of ‘“Multicorporation 
Home Builders,” 38 Taxes 789 (1960), 
writes with respect to this problem 
raised in our November column. 

“The problem is a tricky one if the 
corporations have different fiscal years 
and some have profits and others losses 
either currently or as Carryovers or carry- 
backs. 

“It seems to me that the purpose of 
the statute is to lump all the corpora- 
tions together. This forces fiscal years 
to be disregarded but it would entitle 
criss-cross _ losses, 
carrybacks and carryforwards without 


the corporations to 


regard to separate corporate entities or 
the source of losses. 
Thus, each calendar year should be 
treated as a unit (that is, each fiscal-year 
result with a single calendar year should 


the earnings or 


be treated as a unit), but in computing 
over-all tax liability all income, losses, 
carrybacks and carryforwards should be 
included in a single computation. There- 
after the tax liability should be real- 
located among the corporations in pro- 
portion to income. A loss corporation 
would be entitled to a zero share and 
moreover in a later year should receive 
credit in the allocation for the benefit 
it would have received from its previous 
loss. Carryovers and carrybacks should 
be adjusted in the original allocation. 
that the 
regulations authorize imposition of a 


“IT do not feel statute or 
greater tax, even for one year, than the 
over-all operations would have paid if 
they had operated as a unit. 


“The suggested division of the ex- 
emption seems completely unfair and 





is an obvious trap for the unwary. 
Moreover, it is a distortion of the word- 
ing and intention of the statute. The 
of the statute 
treat all the entities as one for tax pur- 
poses. Taxpayer should be permitted 
to reap any possible benefits of such a 
requirement if he is to suffer the penal- 
ties. The lumping of income, losses, 
carrybacks and carryforwards probably 
might ultimately lead to some taxpayer 
claiming that Section 269 should be 
applied to his situation with the Treas- 
ury opposing its availability. Nonethe- 
less, I the statute must be 
interpreted evenly, regardless of the 
unintended benefit a taxpayer may re- 


obvious purpose is to 


believe 


ceive by its terms.” os 


754 election can prevent tax 
on distribution of partnership 


LauRENS WILLIAMS, Washington, D. C., 
attorney former Assistant to the 
Secretary of the Treasury and head of 
the Legal Advisory Staff, has written 
us on John C. Meredith’s comments in 
our August column. 

“I have just noticed the column on 
Page 127 of the August issue of THE 
JourNAL oF TAXATION in which—prefac- 
ing his comments by reference to my 
recent article on partnerships—one of 
your readers commented that where a 
member of a partnership owning sub- 
stantially died 
and there was no provision in the part- 


and 


appreciated property 


nership agreement for termination of 
the partnership on death of the part- 
ner, the decedent’s estate would receive 
no benefit from the appreciated value of 
the property as reflected in the estate 
tax return of the decedent. 

“He commented that where appreci- 
ated property was sold before the close 
of the partnership’s accounting period 
the estate’s reportable share of part- 
nership income for the partnership year 
in which the decedent’s death occurred 


would ‘reflect the income from the part- 
nership based on a profit realized on 
the difference between the cost of the 
property to the partnership and the 


selling price’ whereas if some of the 


property is distributed to the estate after 
the close of the partnership’s year such 
property would acquire a basis reflect- 
ing the appreciation in value and on 
subsequent sale the estate would realize 
little or no profit. Your reader con- 
cluded, therefore, that in one situation 
there would be taxable gain and in 
the other situation no gain depending 
upon the time of.sale — whether sold 
in the period subsequent to decedent's 
death prior to the close of the partner- 
ship year, or after the close of the part- 
nership’s year. 

“My article concerned only tax prob- 
lems of professional partnerships, and 
therefore did not treat problems of ap- 
preciated inventory property since pro- 
fessional partnerships do not ordinarily 
have much, if any, inventory property. 
I suggest, however, that the tax results 
need not be those your reader sug- 
gested. In the first place, there is no 
tax reason why ‘in-kind’ distributions 
should be deferred until after the close 
of the partnership’s accounting period 
in which death has occured if (as to me 
seems unlikely) a liquidation technique 
is deemed necessary. Secondly, an elec- 
tion under Section 754 and the result- 
ing step-up in basis under Section 743 
clearly would prevent the result which 
troubles your reader. Indeed, the op- 
tional adjustment to basis of partner- 
ship property for which Section 743 
provides was tailor-made for just this 
very type of situation. Such an election, 
made at the time the partnership’s re- 
turn is filed, ought to be a complete 
solution of his problem.” ve 


Return of “Income is 
where you find it” 


WE RECEIVED this letter from a reader 
in Portland, Oregon. “I’ve admired your 
column and have picked up many prac- 
tical and useful items. But I really feel 
the suggestion (“Income is where you 
find it” in the November column) that 
taxable income arises from a reimburse- 
ment of expense incurred in interview- 
ing for a job is too far out. 
“Reimbursement of what might other- 
wise be a personal expense is quite com- 
mon and it has never been suggested 
that this necessarily constitutes income. 
In the same edition of the JouRNAL in 
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part- which your column appeared, there was many circumstances reimbursements of _ paid did not exceed that value, to allow 
| on an item about a deal whereby Stude- personal expenses will constitute in- the entire amount of the gift tax paid 

the baker stockholders were given a $100 come. It is quite possible, therefore, as an addition to basis. The problem 
the rebate if they purchased a Studebaker that the position which today seems “far then would be how to allocate the gift 
the car. Some other items which have oc- out” to our reader, may be tomorrow's tax paid to the separate assets making 
afte curred to me as possibly being reim- general rule. * up the gift. Donee might be permitted 
such bursement of personal expenses are the to allocate the full amount of the gift 
flect prov isions of insurance policies which How to add tax to basis of tax paid to any of the donated proper- 
1 on reimburse you for cab fares in going to 4 as 26.9 ties having sufficient unrealized ap- 
alize and from work if you are disabled or several items in gift? preciation to avoid the limitation that 
con which reimburse you for the expenses of Two important planning points (as we the new basis may not exceed the fair 
ition transportation if your car is stolen. No have mentioned in previous columns) market value of the property. 

1 in one has ever considered this type of to take full advantage of Section 1015(d), We understand that the Treasury is 
ding payment income. Do you have any au- which provides an increased basis for struggling with some of these problems 
sold thority?” gift tax paid, are: in preparing Regulations under Section 
ent’s (side from pointing out to our reader 1. The addition of the gift tax paid 1015(d). In generai, they take the view 
tner that it was not necessarily our view that to the basis of the donated property that a taxpayer should not be permitted 
part the trip reimbursement was taxable, we applies to a gift of appreciated property to avoid the impact of the fair-market- 

would call attention to a recent ruling, only and not to a gift of cash, since the value limitation and that each separate 

orob- Rev. Rul. 60-280 (1960-35 IRB 9). This basis of the donated property may not item of a single gift must be subjected 
and ruling refers to a holding in Rev. Rul. exceed the fair market value of the to the test. Thus, their method of al- 
f ap 57-60 (1957-1 CB 25) that where a parent _ property. location (Method 2) is based on the fair 
pro- receives money from a school board for 2. Where two separate gifts are to be market values of the separate items of 
arily transporting children where bus service made in the same year, one of cash and _ the gift, including the cash. Since no 
erty. is not available, the money is considered the other of appreciated property, the addition to basis can be made to the 
sults [ as reimbursement for his personal ex- cash gift should be made first to apply cash, the portion of the gift tax paid 
sug penses and not taxable. Rev. Rul. 60- against the annual exclusion; then a_ allocable to the cash would be lost as 
Ss no 280 goes on to say: “The exclusion is greater portion of the gift tax to be an addition to basis. Further, some of 
tions based on the fact that the reimburse- paid will be attributable to the second the gift tax attributable to high basis 
clos ment is for an expense incurred on be-_ gift of appreciated property. shares will be lost as an addition to 
eriod half of the school board which was obli- What is the result when a taxpayer _ basis. 
Oo m gated to furnish transportation to the makes a single gift to one donee con- Clearly good planning will be im- 
liqu school children. Since the statement in _ sisting of several pieces of property, e.g., | portant in making taxable gifts if the 
elec the ruling [Rev. Rul. 57-60] that the cash and shares of stock in different maximum saving of future tax dollars 
esult money is considered as reimbursement companies? Numerous variations of is to be achieved through the addition 
| 74 for the recipient’s personal expenses is similar circumstances can be easily to basis of the gift tax paid. w 
vhich I subject to an erroneous interpretation imagined, but this one is selected for 

OF } that a reimbursement of personal ex- simplicity in illustrating the problem. Assignment of sweepstake 
tner penses generally does not result in tax- One approach (Method | in the ac- shah hall d 

743} able income, Rev. Rul. 57-60 is hereby companying box) would be first to ag- icket challenge 

this modified” to remove such implication. gregate the value of the entire gift and, Most or us have often imagined how 
tion Che Service apparently feels that in provided the basis plus the gift tax marvelous it would be to win a lot of 
2.3 money in the Irish Sweepstakes. Being 
pl tax-oriented, however, our next thought 


ee eee 


Allocating Gift Tax to Basis of Donated Property 


is how could we minimize the tax bite. 


\ssume that all items of gift are included in full for gift tax purposes; gift Henry Braunstein tried to do just this. 

tax paid is $10,000; only one gift made during year, as follows: But the Commissioner is not in sym- 

Gift Tax pathy. The petition filed for Braunstein 

Item Donor’s Cost Value at Date Allocated by in the Tax Court (Docket No. 88049) 

ead of Gift Values therefore raises the interesting issue of 
youl Cash $10,000 $10,000 $ 2.000 the taxability of Irish Sweepstake win- 
prac: | 50 shares of X Corp. 14,000 15,000 3.000 nings when a gift of an interest in a 
y fee 200 shares of Y Corp. 1,000 25.000 5,000 winning sweepstake ticket is made prior 
yi ; ne ——_— . to the date of the sweepstake runnings. 

| tha Total gift $50,000 $10,000 In 1957, Henry Braunstein acquired a 
yuUrsé Method 1: Allocate full gift tax paid to appreciated assets. Since there is only part interest in an Irish Sweepstake 
vier $1,000 appreciation in the X stock, the remaining $9,000 would be allocated ticket. On June 3, 1957, he was notified 


) | to the Y stock. 


othe ; 


com 


that his ticket had been assigned a horse 
Method 2: Apply fair market value limitation item by item. No basis increase 


in the Irish Sweepstake runnings. This 
would be allowed for the cash and only $1,000 to the X stock. The full $5,000 


meant that he would share in a consola- 











rested allocated gift tax would be added to the basis of the Y stock. The result is that tion prize of about $2,100 if the horse 
come. $4,000 of the gift tax paid would not be available as an addition to basis. lost, but if the horse won, he would be 
AL in entiled to a large sweepstake prize. 
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On June 4, 1957, Braunstein irrevo- 
cably assigned 40% of his interest in the 
ticket to two trusts, one for the benefit 
of each of his two children. On the next 
day, June 5, 1957, his horse won first 
place and he and the trustee became en- 
titled to substantial winnings. 

The refused 
recognize the validity of the assignment 
and has taxed the full amount of the 
proceeds Henry The 
Commissioner apparently would not be 
satisfied to tax Braunstein on 60% of 
of the value of 
the consolation prize, the minimum he 


Commissioner has to 


to Braunstein. 


the full prize plus 40% 


would receive on the date of assignment. 

Perhaps a middle ground is available. 
Having been assigned a horse, the ticket 
may have had a determinable value on 
the day of assignment based on the odds 
on that horse. Braunstein could then be 
said to have realized income up to that 
value. 

Any 
instructive on a great deal more than 


decision in this case should be 
just the point in time at which an as- 
signment is a valid assignment for tax 
purposes. The case may well raise some 
of the most fundamental issues in taxa- 
to what is “tree” and what is 


tion as 


“fruit”; that is, what is property which 
may be disposed of with the result that 
taxation of future income is passed on 
to the transferee, and what is in the na- 
ture of an income right not capable 
of disposition without ultimate tax to 
the person primarily entitled to receive 
the income, the person who earned it 


by service or, as in this case, by chance. 


University of Chicago 
Tax Conference panel 


[HE LAST SESSION Of the University of 


Chicago Tax Conference on Friday 
afternoon, October 28, was devoted to a 
panel discussion of questions submitted 
by persons in attendance. Many of the 
questions had a “Shop Talk” aspect to 
them, and so we will from time to time 


give you a few samples. The panel was 


under the chairmanship of Professor 
Walter Blum of the University of Chi- 
cago Law School. Here are two of the 


questions: 

1. A corporation makes an offer to 
its shareholders to redeem up to 10% 
of its common shares at a specified price. 
The shareholders who wish to take ad- 
vantage of this offer are to deposit their 
shares prior to October 31. If more than 


10% of the shares are deposited by that 
date, the corporation will take for re- 
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demption a proportionate number of 
the shares of each depositing share- 
holder. In fact, only one shareholder de- 
posits his shares and he owns far less 
than 10%, so the corporation proceeds 
to redeem all of his stock. On the date 
of deposit he has held the shares for 
less than six months but on the date of 
actual redemption he has a_ holding 
period of more than six months. Does 
he have a long-term or short-term gain 
on the transaction? One of the panel 
members suggested that the answer 
might depend on whether he knew at 
the time of deposit that no other share- 
holders would be coming into the trans- 
action, so that he was reasonably as- 
sured that his shares would be redeemed 
in full. 

2. The general manager of a motel, 
for the convenience of the employer, 
lives on the premises with his wife and 
two children. Is the rental value of the 
part of the accommodations attributable 
to rooms required for the family, that 
is, the part in excess of his own needs, 
taxable as income? It was facetiously 
suggested by a member of the panel that 
maybe this raises a public policy ques- 
tion if the employee’s tax burden is in- 
creased by virtue of the fact that he 
lives with his family. w 


Commissioner attacks land 
exchanges as being really sales 


CONSIDERABLE ATTENTION has focused on 
the position being asserted by the Com- 
missioner in H. D. and Evelyn E. 
Smiley (TC Docket No. 85846), involv- 
ing the exchange of a ranch in Kansas 
for a ranch in Montana and cash. The 
second party to the exchange did not 
own the Montana ranch at the time of 
his agreement with Smiley but under- 
took to acquire the ranch within 60 
days. If he failed to do so, the agree- 
ment simply terminated. Smiley treated 
the tax-free 
real estate (with boot to the extent of 
the cash), but the Commissioner 
challenged the transaction as being in 
reality a sale by Smiley of his ranch. 
One of the significant features of the 
Smiley case may well turn out to be 
the fact that the property received in 


swap as a exchange of 


has 


exchange was not owned by the other 
party to the transaction at the time the 
exchange agreement was entered into, 
and that it was necessary to acquire that 
property in order to meet the terms of 
the exchange agreement. 

Now the Commissioner has challenged 











another real estate swap in J. H. Bain 
Publishing Co. (TC Docket No. 88428) 
involving one of the so-called three 
corner real estate exchanges being con- 
summated in various forms quite widely 
today. The taxpayer had refused to sell 
the real estate it occupied in its busi- 
ness. Subsequently, a real estate com. 
pany acting on behalf of the purchaser 
who was refused by taxpayer persuaded 
taxpayer to enter into this transaction: 
Taxpayer agreed to exchange its prop- 
erty with the realty company for land 
to be acquired and a new building to 
be constructed by the realty company in 
accordance with plans and specifications 
to be approved by the taxpayer. The 
realty company was to dispose of tax- 
payer’s property and pay taxpayer 
excess of cash received upon the 
over the cost of the new property, less 
the realty company’s commission. To se- 
cure the taxpayer against loss due to any 
possible insolvency or default of the 


an 


sale 


realty company, the funds realized upon 
the sale of taxpayer’s property were to 
be immediately placed in escrow and 
drawn against only for the payment of 
the price of the lot to be acquired and 


building to be constructed and _ late: | 


conveyed to taxpayer in accordance with 
the real estate exchange agreement. Th: 
escrow fund withdrawals were subject t 
approval of the taxpayer. 

The Commissioner has challenged the 
transaction, which was reported as a non- 
taxable exchange, as being in reality a 
sale by the taxpayer. As in the Smiley 
case the party with whom the taxpayer 
contracted for the exchange did not 
own the property at the time of enter- 
ing into the exchange agreement. Un- 
like the Smiley case, the Baird case in- 
volved a three-corner exchange situa- 
tion; that is, a third party was brought 
in to consummate the sale the taxpayer 
did 


direct exchange between parties who 


not wish to make, instead of a 


would themselves retain the properties 


received in the Also, like 


Smiley, Baird involved a purchase of 


exchange. 


property to be exchanged; but unlike 
involved actual 
construction of new property to suit the 


Smiley, Bai‘td further 


taxpayer, at the direction of the tax- 
payer and with the proceeds from the} 
sale by the realty company of taxpayer's} 


property. 


These cases will be 


impact on the fundamental tax prin- 


ciples applicable to the consummation 
of tax-free exchanges of real property. 
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EVELOP MENTS IN 


oll taxes 





Self-employment over 45 hours will 


mean a cut in Social Security benefits 


SELF-EMPLOYED individual may re- 
A ceive Social Security benefits for any 
which he does not render 
“substantial services,” even though he 
may earn more than $1,200 during the 
year. The self-employed individual is 
not bound by the $100 monthly test that 
applies only to the wage earner. 

What are “substantial services?” We 
poined out in the February 1955 issue 
of THE JouRNAL OF Taxation, “The 
matter of substantial services has not 
been made the subject of any general 
ruling. Rather, special rulings are is- 
sued only as individuals apply for 
O.A.S.1. benefits.” Reg. 4, Section 
104.416, provides that the following fac- 
tors are to be considered in making the 


month in 


determination: 

(a) The amount of time devoted to 
the trade or business, 

(b) The amount of capital invested in 
the trade or business, 

(c) The nature of the 
dered by the beneficiary, 

(d) The seasonal nature of the trade 
or business, 


services ren- 


(e) The presence or absence of a paid 
manager, a partner, or a family member 
who manages the business, 

(f) The type of business establishment 
that is involved, and 

(g) The relationship of the activity 
performed prior to the period of retire- 
ment with that performed subsequent to 
retirement. 

As formerly in effect, the regulation 
contained the following example: “X, 
who was entitled to old-age insurance 
benefits during the entire year and was 
under 72 years of age, owned and active- 
ly operated a fruit stand during part of 
the year (June 15 through September 
15). His net earnings from the business 
amounted to $1,610. During the month 
of October he worked a few hours a 
day as an employee at a neighborhood 
store and received wages therefor of 
$90. His total earnings for the taxable 


year were $1,700. In order to determine 
whether the benefits payable to X are 
subject to deductions because of his 
earnings, the excess over $1,200 (i.e., 
$500) will be charged to the following 
months: $80 to October, since he ren- 
dered services for wages of more than 
$80 in that month, $80 to September, 
$80 to August, $80 to July, $80 to June, 
since in the months June-September he 
was engaged in self-employment. There 
would be no charging to the months of 
January through May and November 
and December, since X did not engage 
in self-employment, nor did he render 
services for wages of more than $80 
during those months. Therefore, deduc- 
tions will be imposed against X’s bene- 






Real estate corporation taxed, though 
it was mere title holder. The taxpayer 
was incorporated for the purpose of 
holding title to certain land in 1933. 
Prior to that time, it was owned by an 
individual as sole trustee of a trust that 
would terminate upon the death of an 
8!-year-old woman who had six children 
and several grandchildren. Two of the 
children were aliens and pro- 
hibited by Illinois law from owning 
real estate for more than six years. ‘There 


were 


was the further possibility that part of 
the ownership of the property would 
vested in minor beneficiaries. 
To avoid these difficulties, the family 
attorney caused the incorporation of the 
taxpayer. In its corporate income tax 
return for 1951, the corporation, fol- 


become 


lowing its practice since its incorpora- 
tion in 1933, reported no net income. 
After reporting the receipt of gross in- 
come in the sum of $140,000, the corpo- 
ration deducted $984.32 as “legal services 
and collection charges” and deducted 
the remaining amount as “‘interest’’ on 
notes held by the shareholders. The 
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Payroll taxes » 


fits only for the months of June, July, 
August, September, and October. (Social 
Security Commissioner’s Reg. app’d 12; 
18/51; filed 12/27/51; amendment filed 
4/20/55.)” 

Now, this example has been deleted. 
In its place, a new regulation Section 
404.416a has been added entitled “Evalu- 
ation of factors involved in the substan- 
tial services test.”’ Effective October 20, 
1960, this new regulation should cer- 
tainly result in more uniform rulings 
being made in the district offices. 

In essence, the new regulation makes 
it clear that the time spent in self-em- 
ployment will generally be the primary 
factor. The regulation introduces the 45- 
hour test If the individual 
worked more than 45 hours in the par- 
ticular month, such services will always 
be considered “substantial.” If the time 
worked was 45 hours or less, such services 
will not be considered substantial unless 
one of the following factors is promi- 
nently in evidence, namely: 

(a) Services rendered may be highly 
skilled—of managerial or technical na- 


concept. 


ture, 

(b) Services rendered after retirement 
may be too closely related—in time and 
importance—to services rendered before 
retirement. oid 





Commissioner determined a deficiency 
against the corporation and declared 
that the “interest” was in reality a divi- 
dend. Counsel for the corporation 
argued that it was a mere dummy for 
holding of title and that the corporate 
existence disregarded for 
Federal tax purposes. Even though its 
only activities were to provide for col- 
lection of the rent and its distribution 
to the shareholders and its only office 
was the statutory office required by the 
laws of the state of incorporation, this 


should be 


court holds that the corporation, having 
full beneficial ownership of the land 
and collecting the rent therefrom, en- 
gaged in some industrial, commercial, 
or other activity besides avoiding taxa- 
tion so as to render it taxable for Fed- 


eral income tax purposes. The court 
distinguishes this situation from the 


situation where the corporation is a 
mere nominee, powerless to act with 
respect to the land other than with the 
consent of all the beneficial owners of 
the land. State-Adams Corp., CA-2, 10/ 
31/60. 
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